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Accounting News And Trends 


ETHICS AND THE CPA 
EXAMINATIONS 


In an address to the 1959 meeting 
of the Association of CPA Examiners, 
Mr. H. M. Turnburke describes the 
examination in professional ethics now 
required of those seeking to become 
Florida CPAs. Such an examination 
was first offered experimentally in May 
1959 and was deemed necessary 
because so many of the younger CPAs 
were among the disciplinary cases in- 
volving violations of the Florida rules 
of professional ethics. In each of these 
cases it appeared that the individual 
was unaware that his conduct in ques- 
tion was unethical. 

The purpose of this examination was 
not to screen or reject any candidate 
but to inform him. The Florida Board, 
therefore, decided to make it an open- 
book examination to be completed by 
the candidate at his home and sub- 
mitted along with his final application 
to sit for the CPA examination. The 
test consisted of ten problems describ- 
ing hypothetical situations which might 
be encountered in the day-to-day prac- 
tice of a CPA. The Board believed 
that the essential purpose of the test 
would be served if the applicant were 
forced to read the rules and set down 
in his own handwriting how particular 
rules applied to specific facts. 





Accounting News and Trends is conducted 
by CHARLES L. SAVAGE, CPA. He is 
presently serving as a member of our So- 
ciety’s Committee on Membership and is 
active in the National Association of Ac- 
countants. Dr. Savage is professor of ac- 
counting and chairman of the Business 
Administration Division of St. Francis Col- 
lege. He is also professor of taxation at 
the New York Law School. 


156 e 


Some ninety examination papers 
were received and, when graded, 
showed completely unanticipated te- 
sults. Thirty-eight percent of the ap- 
plicants answered one or more ques- 
tions incorrectly or incompletely, with 
one applicant offering some four such 
unsatisfactory answers. Several appli- 
cants saw no violation of ethics in a 
CPA accepting a commission from an 
office supply store for business thrown 
it in connection with purchases for 
clients. One applicant saw no violation 
in performing a balance sheet audit 
and accepting a fee of three percent of 
the working capital indicated thereby. 
Several recognized no violation in fail- 
ing to comply with the rule based upon 
Statement No. 23. One applicant 
frankly saw no harm in soliciting a 
client with whom there had been no 
prior connection or association of any 
kind. Finally, a number of the appli- 
cants either incorrectly answered the 
problem relating to the Board rule pro- 
hibiting bidding, or were at a loss to 
know how to answer the second part 
of the problem, which was how the 
CPA should proceed upon receipt of 
an invitation to bid if he was interested 
in performing the engagement. 

The unforeseen eventuality that the 
applicants would answer the questions 
incorrectly posed a problem for the 
Board. So that the applicant would 
learn the proper interpretation of the 
rule he had not understood, individual 
letters were sent out giving the correct 
answers to the questions missed. 

The Board was also startled to find 
that exactly one-third of examination 
papers contained misspellings of sim- 
ple words (e.g., sirvices, apear, deside, 
submitt, oppinion). And this despite 
the fact that Florida is one of three 
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GEN PARTS CORPORATION 
ROY HAU ’ 
PRODUCTION-CON- 
TROL MANAGER, 
The AP Parts 
Corporation. 








15,500 om punched 
monthly. 





A NATIONAL SYSTEM gives this well-known parts manu- 
facturer immediately accessible Production Control 
records and greatly reduces month-end reporting time. 





“Our Salional System 


with Punched Card Coupler 
returns 52% on our investment 


each ear ! | 99__The AP Parts Corporation, Toledo, Ohio 
yi **a leading Replacement Muffler Manufacturer'’ 


“Before installing a new accounting system, we made 
a thorough study of our accounting procedures based 
upon very exacting requirements. Our decision was to 
install two National Class 32's with Punched Card Cou- 
plers. Now we are pleased to report that our data proc- 
essing procedures are greatly improved. 

“Because of the up-to-date records made possible by 
our National System, peak work loads have been re- 
duced to a minimum—month-end reporting time short- 
ened from 6 to 2 days. Thanks to the Punched Card 
Couplers, over 15,000 cards are punched monthly which 
give us finished inventory and frequency of cancellations 
by type of product. In addition, these cards highlight 
critical items and give us month-to-date sales compar- 
isons—a valuable aid to proper forecasting. Our Na- 


THE NATIONAL CASH REGISTER COMPANY ©° Dayton 9, Ohio 


| 1039 OFFICES IN 121 COUNTRIES 











tionals also permit prompt reply to customer inquiries 
on shipment availabilities and quickly denote any need 
for warehouse transfers. 

‘The value of our National System cannot be over- 
stated. Our National System saves us 52% on our in- 
vestment each year."’ 
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Production-Control Manager, 
The AP Parts Corporation 


* TRADEMARK REG. U, 9: PAT, OFF. 
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states that require that all candidates Rate of return on capital has long Ap 
for the CPA examination be a graduate —_ been used as a financial measure of lt is | 
of a four-year accredited college or investment performance and more re- J jg 
university course with a major in ac- cently has been applied to a wider fis sc 
counting. range of problems in profit appraisal J io ¢9 
The reaction of the profession and of and decision-making. The uses for rate pie 
the candidates themselves was so fa- of return fall into two basic cate- 
vorable that the test was repeated in __ gories: The 
connection with applications for the 1. Measuring rate of return for pe- = 
November 1959 examination and will § =. 4s of time which usually correspond 
probably be retained for the future. to accounting periods. Here rate of sc 
RATE OF RETURN ON CAPITAL return is determined by relating income al rer 
The National Accounting Associa-  "eceived during the period to capital | | 
tion’s Research Report 35, “Return on  ¢mployed during the same period. capita 
Capital as a Guide to Managerial De- 2. Measuring rate of return for J ¥ the 
cisions,” is a particularly fine research _— projects such as acquisition of a new comps 
product and the members of the Re- plant, modernization of equipment, or sloyec 
search Project Committee deserve spe- replacement of a machine. Project nethay 
cial congratulations. This 107-page rate of return is ascertained by relat- J (ah) 
booklet analyzes and summarizes cur- _ing anticipated income or savings to expect 
rent practices of 44 major companies, capital employed over the life of the .. 
presents some 24 exhibits to illustrate project, with both figures limited to J jy jo, 
general discussions, and offers a com- amounts traceable to the — specific lono-t 
plete bibliography. project. tock. 
does the 
aie quity 
RENT SECURITY  (‘; - 
( The 
Visy j base { 
your clients hold earn 31/% per year wr ) sts 
Quarterly? sheet 
(Note: 8:30 A.M. opening-—Times Square Office) intern 
Suggest to the Landlords and Real Estate Agents among _ 
your clients that they use a single Ninth Federal RENT : 
SECURITY Trust Account for all the security funds under their assets 
control. Then RENT SECURITY will “earn its keep” -+ PLUS! manag 
The share of each tenant will be insured to $10,000. by the at 
Federal Savings & Loan Insurance Corporation. You, individually, The 
or on behalf of a corporation (within a $10,000. limitation) (eason 
are always welcome to use our many services. Drop are tel 
in at any office and learn why NINTH FEDERAL should 
is really the HOME OF SAVINGS + PLUS. % on ass 
tors," 
NINTH FEDERAL SAVINGS ein 
a ‘iderin 
AND LOAN ASSOCIATION Tw 
Hours: 8:30-3; Friday 9-6 Manhattan — WI 7-9119 Hours: 9-3; Friday 9-6 the in 
1457 BROADWAY at Times Square, N. Y. 36 805 U.N. PLAZA at E.45th St. N. Y. 17 at gro 
Bronx — Hours: Monday 9-3 and §-8; Tuesday thru Friday 9-3 Sa re 
66 E. BURNSIDE AVE. at Walton Ave., Bronx 53 1580 WESTCHESTER AVE. at Manor Ave., Bronx ue _] (0 the 
158 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT MARCH 1960 








ong 
- of 


ider 
\isal 
rate 
ate- 


pe- 
ond 
- of 
yme 
ital 


for 
new 
or 
ject 
lat- 
, to 
the 

to 
“ific 





Approximately one-half of the book- 
kt is devoted to the first question, and 
itis Our purpose to comment only on 
ihis section at the present time, reserv- 
ing comments On the equally important 
gcond part to a future date. 


The rate of return is determined by 
dividing the income by the capital, but 
there is not complete agreement as to 
what should be included under these 
rms. The different concepts of capi- 
lreported by the 44 companies were: 

|. Two-thirds of the firms consider 
wapital to be assets with no recognition 
of their source. Some four of these 
companies limit capital to assets em- 
sloyed, thus eliminating idle assets and 
prhaps other assets (e.g., reserve 
cash) on which management is not 
expected to earn a return. 

2. Six firms used assets provided 
by long-term debt, i.e., the total of 
long-term liabilities and all classes of 
tock, 

3. Seven firms used stockholders’ 
equity, generally limited to one class 
of stock. 

The popularity of total assets as a 
base (a few firms include leased as- 
ets even though not on the balance 
theet) resulted from the belief that for 
internal purposes the important thing 
is the effectiveness with which top man- 
awement uses these. The return on 
assets gives a measure of operating 
management apart from the perform- 
ance of financial management. 

The companies using long-term debt 
tasoned that since current liabilities 
ae temporary in nature, management 
should not be expected to earn a return 





0 assets supplied by short-term credi- | 
tors. Those using stockholders’ equity | 


vere either closely held or were con- 
‘dering the viewpoint of the investor. 
Two other problems in determining 


the investment base were: (1) assets | 


at gross or net value? and (2) what 


8a representative figure? The answer | 


0 the first query depends upon the 


Our 2 Ist Year 


Serving all industries 


— 





William |. 

Schnuer, © — 

Classof ~~ 

*34 CCNY = 

“I can help you secure 
Dependable 

hard-to-get personnel” 


Our highly skilled staff 

of personnel specialists 

can solve your needs as 
well as your clients’. 


* Public 
Juniors, Semi-seniors, Seniors 

* Internal 
Treasurers, Comptrollers, Tax 
Budget, Cost, Chief, Systems 
Auditors 


* Bookkeepers—Office Managers 
Full Charge and Assistants 


For prompt, efficient 
service, call 


BRyant 9-7664 


EMPLOYMENT AGENCY 


100 West 42nd St. 
New York 36 
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BLADES & MACAULAY 
INSURANCE ADVISERS 
| & 
Complete Surveys of 
Corporate Insurance Affairs 
| No Insurance Sold 


744 BROAD ST. NEWARK 2,N. J. 
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MArket 3-7801 























Complimentary Advice On 
YOUR INVESTMENTS 
JUSTIN JACOBS 

PETER P. McDERMOTT & CO. 
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purpose for which the rate of return 
will be used. Where it measures the 
performance of a company as a whole, 
assets net of accumulated depreciation 
seem to constitute the more significant 
base. On the other hand, gross assets 
may be preferable when computing 
rate of return for a plant or other seg- 
ment of a company because the asset 
base for such a segment does not re- 
flect recovery and reinvestment of capi- 
tal elsewhere in the company. As to 
the second question, a single balance 
sheet would be considered as supplying 
representative figures if the assets re- 
main comparatively stable in total. If 
total assets show significant changes 
during a period, an average is used to 
obtain a representative figure for capi- 
tal employed. 

A similar problem of definition arises 
in connection with the term “income.” 
The questions center around these cate- 
gories: 


1. Dividend income, 
come, and “other income.” 


interest  in- 


2. Interest expense, income taxes. 
and “other expense.” 


3. Depreciation expense. 


The decision about the inclusion or 
exclusion of these items seems to be 
determined by two objectives. The 
first is that there should be a con- 
sistency between definitions used for 
capital and for income. Thus, if it 
vestments are included in capital, in- 
come from these investments is in- 
cluded in income for computing rate 
of return. Similarly, where rate of re- 
turn is computed on_ stockholders 
equity, interest expense is deducted 
from income. The second objective is 
to present a rate of return figure that 
represents current operating perforn- 
ance. For this reason, various nof- 
operating and non-recurring charses 
and credits are commonly excluded 
from income for calculating rate of 
return. 
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The latter three chapters of this part 
jescribe how the rate of return on capi- 
yl can be used as a tool for measur- 
ig performance of divisions, plants, 
xoducts and other segments of a busi- 
ies. They also suggest methods of 
malyzing changes in return on capital 
ito changes in profit margin and capi- 
lturnover. Finally, there is a discus- 
jon of how rate of return can be used 
ly management as a guide to pricing. 


NSTALLMENT SALES FINANCE 
(OMPANIES—-COM POSITE RATIOS 


For those CPAs who have clients in 
the installment sales finance and small 
an industries, attention is called to 
the analysis of 1958 year-end compos- 
ite ratios appearing in the Bulletin of 
the Robert Morris Associates (August 
1959). The ratios available in this field 
ae particularly helpful because of the 
wiform manner in which individual 
companies furnish financial and operat- 
ing data and also because of the many 
years Of painstaking analysis that has 
yne into developing these extremely 
worth while statistics. 

The decline in new car sales in 1958 
was reflected in an 11 percent reduc- 
tion in the aggregate dollar volume of 
paper purchased by the installment 
sales finance companies. While the 
dollar volume was down materially, the 
percentage of gross income to total 
purchases was at 7.88 percent, the 
highest level ever reached. This, of 
course, reflects the taking up of income 
othe higher volume of the preceding 
three years. Terms continued relatively 
table but down payments, as reflected 
by the percentage of advances to deal- 
us’ cost or wholesale values, showed 
4most encouraging improvement. This 
undoubtedly reflected the more careful 
screening of new credits in the face of 
leavy repossessions and sizable losses 
being taken on business placed on the 
books during the two preceding years. 
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Personalized Service 
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Letters to the Editor ' 
A LETTER FROM millions of taxpayers who file their 
THE REGIONAL COMMISSIONER returns on time, must do everything 
reasonably possible to insure that ex- 
EXTENSIONS OF TIME FOR FILING tensions are granted only when there 
INDIVIDUAL INCOME TAX RETURNS is a real need for more time. These 


new items of information are for the 
purpose of enabling the Service to do 
a better job of carrying out this 
responsibility. 

Although a new form (Form 2688) 
for requesting extensions on individual 
income tax will be available at internal 
revenue Offices, letters or other in- 
formal written applications for exten- 
sions will continue to be acceptable 
provided they contain the necessary 
information and are signed by the tar- 
payer or his duly authorized represen- 
tative. Applications for extensions of 


The attached letter has been sent 
directly to a limited group of the vast 
number of certified public accountants, 
lawyers and other professionals deal- 
ing with and advising the public on 
income tax matters. We feel that the 
contents should have wider publicity 
in these areas and request that you 
either reprint the letter in your pub- 
lication or make reference to it in 
your editorials. 

Please accept our thanks for this 
and past favors. 


[TEXT OF LETTER] time for corporations will continue to 

I am writing to you in advance of the — be made on Form 7004 as in the past. 
income tax filing season to call to your Your cooperation will be appreci- 4 
attention certain new requirements re- _ ated. f 
lating to extensions of time for filing [END OF QUOTED LETTER] 
individual income tax returns. The 
new requirements are contained in C. I. Fox, Regional Commissioner 
Treasury Decision 6436 and are effec- (Internal Revenue Service) 
tive for taxable years beginning after New York, N.Y. 


December 31, 1958. 
Thereafter, every individual re- 





questing an extension of time for filing ESTATE PLANNING FOR 
his income tax return will be required FRINGE BENEFITS 
— all of the following informa- | May I enlarge - several points 
; : discussed in my article, “Estate Plan- 
- Why he needs more time. ning for Executive Fringe Benefits,” 
2. For how long. published in the February 1960 issue 


3. Whether he filed and made of your magazine. At pages 123-124 
timely payments on any required thereof, under the heading of “Estat 
Declaration of Estimated Tax for the ay Implications of Qualified (Pet- 
year (new requirement). sion and Profit-Sharing) Plans,” | 
4. Whether each of his returns for stated that the estate tax consequences 
the last three years was filed on time = youiq in part, be dependent om 
vi within an approved extension (new whether the plan is of the insured or 
requirement). the non-insured type, indicating that 
I am sure you will understand that the former could produce a grealer 
the Service, in fairness to the tens of _ estate tax impact than the latter. 
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CALLING MR. ACCOUNTANT : 
Your direct line to bigger and better business 
for your client is as close as your telephone. 





So why not call Mr. “Meadow Brook” 
and get the facts direct on how your 
client can obtain additional capital to 
expand his business without changing 
normal business procedures? 

Mr. “Meadow Brook” can set up a 
revolving credit plan for your client 
through non-notification accounts receiv- 
able financing with no maturities. 


Progress, growth and additional 
profits for your client are within 
your telephone reach-NOW. 


CALL 
ACCOUNTS 
RECEIVABLE 


DEPARTMENT 
IVanhoe 1-9000 


DO IT TODAY! 
60 Hempstead Ave., West Hempstead, N. Y. 
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Available at— 


The New York State Society of 
Certified Public Accountants 


355 LEXINGTON AVENUE 
New York 17, New York 











Saveon 
BURROUGHS 
SENSIMATICS 


Rebuilt by factory trained experts 
to A-1 Condition. A one year guar- 
antee. A tremendous saving on the 
cost of a new machine. 


Reliable Service 


Aywon Business MACHINES, INC. 
LO 3-0277 and MA 2-2650 (in N. J.) 
1220 Broadway, New York 1, N. Y. 











OFFICE "ECORDS & FILES 
SPACE AVAILABLE 


Individual Rooms and 
Open Space 


HAHN BROS. FIREPROOF 
WAREHOUSES, INC. 


231-235 East 55th Street 
New York City, N. Y. 


PLaza 3-3662 














1 have since been advised (by Mr. 
Adrian Ash, CPA) that under certain 
insurance contracts incidental to a 
qualified employees’ retirement plan, 
the entire proceeds payable on death 
would be excludable from the taxable 
estate pursuant to the final regula- 
tions promulgated under Section 2039 
(c). It follows that the aforemen- 
tioned distinction suggested by me 
becomes tenuous indeed. 


The estate planner should consult 
with the insurance company which is- 
sued the particular contract to deter- 
mine the estate tax consequences 
stemming therefrom. If it is deter- 
mined that the estate tax exclusion is 
feasible then a designation of a bene- 
ficiary other than the estate or the 
executive’s fiduciary becomes most 
significant (for the reasons empha- 
sized at several points in my article). 


It is to be noted that the aforemen- 
tioned Section 2039(c) of the final 
regulations represents an about-face 
from the treatment in the earlier regu- 
lations. Because it has been considered 
to be at variance with the apparent 
Congressional intent (evidenced by the 
Committee reports), the applicable 
section of the regulations might be the 
subject of legislative and/or judicial 
reappraisal. 


Further, to the extent that the bene- 
fits are determined to be excludable 
from the executive’s estate, it follows 
that the procedures (relating to the 
use of an inter-vivos trust) outlined 
at page 127 of my article under “Estate 
Tax Considerations,” for extending the 
insulation from estate tax to suc 
cessive deaths, become even more 
significant. 


ABRAHAM J. BRILOFF, CPA 
New York, N. Y. 
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wes Help Your Clients AUTOMATE 
Ask for Brochures To Keep Their Records UP-TO-DATE 


on any of these 33: *} Your clients don’t have to be “BIG” to take 
STATISTICAL Ep. advantage of the latest punched card tabu- 
Sontens #:. 4 lating techniques to save time and money. 
*:**| STATISTICAL makes it possible for any com- 
+ Otel “is "| pany to get data-processing benefits without 
«:* “ investing in additional equipment or person- 
i$ : nel. This service provides all reports needed 
and Payable * on a low-cost, pay-as-used basis. 
* General Accounting :::* For your clients who have tabulating de- 
+ Production Planaing me | partments, STATISTICAL’S facilities are avail- 
* Payroll #4, able to cut costs in handling overloads, con- 
+ Association Statistics " | versions or other special assignments. 
de inseeisatiaensaianiiaieiatidi * Our methods engineers are ready to work 
with you in applying automatic techniques 


* Market Research : . 
Tabulations for your clients. 


* Electronic Computer 
Service 





* Inventories 
* Accounts Receivable { 
* 





Facilities at STATISTICAL include IBM 650 
computers which open up new avenues of 
cost control to management. 

















Just write or phone Digby 9-2424 





= 
STATISTICAL 


TABULATING CORPORATION ¢ 
: 







Established 1933 


TABULATING + CALCULATING + TYPING 
TEMPORARY OFFICE PERSONNEL 


100 Church St., New York 7, N.Y. 
Phone DIgby 9-2424 ‘ 
CHICAGO e NEWYORK e ST. LOUIS e NEWARK 
CLEVELAND . LOS ANGELES . KANSAS CITY 
SAN FRANCISCO e MILWAUKEE 


PHILADELPHIA e PALO ALTO 
VAN NUYS 
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TABULATING 
EQUIPMENT 
FOR SALE 


The New Jersey Turnpike Authority offers for sale the following 
Remington Rand Tabulating equipment. All machines are in good work- 
ing condition. They have been under continuous Remington Rand monthly 
maintenance since purchase. However, they are being sold “as is” and 
the New Jersey Turnpike Authority gives neither warranty nor guarantee 
of condition. Equipment is being sold as the Authority recently installed 
a Univac Solid State Computer. The equipment consists of the following: 


6 SORTING MACHINES, Type 320, one with Simplex 
pairing device 


3 TABULATING MACHINES, Type 3100 and summary 


punches and wiring units 
1 NUMERIC KEY PUNCH, Type 204-2 
1 SYNCHROMATIC PUNCH, Type 207-1 
2 SELECTIVE SORTING DEVICES 


1 SYNCHROMATIC ACCOUNTING MACHINE, Type: 


85-D, with table 


All of the above equipment may be inspected at the Sisser 
Bros. Warehouse, 25 Livingston Avenue, New Brunswick on 
March 8, 1960 between the hours of 10:00 A.M. and 12:00 Noon 
and 2:00 P.M. to 4:00 P.M. For further information contact 
Mr. Schino, Purchasing Department at New Brunswick, 
CHarter 7-0900. 


Bid proposals will be provided by the Authority, and state 
terms and conditions on which bids may be made. Bidders may 
submit quotations for any single item, any combination of items, 
or upon all items. 


Bids will be received at the Authority’s headquarters in 
New Brunswick, N. J., until 11:00 A.M. on March 15, 1960 
when and where they will be opened and publicly read. 

The Authority reserves the right to reject any or all bids. 


NEW JERSEY TURNPIKE AUTHORITY 
New Brunswick, New Jersey 
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war a Not long ago a special analysis ap- 
| peared in the Journal of Accountancy 
HOW TO MEET Tooay's which created considerable interest. 
NEW FINANCIAL Its title was “How to Meet Today’s 
PEGUIREMENTS THROUGH New Financial Requirements Through 
wakoomage waxes amaiaem Modern Factoring.” Its subject is 
"ing Reprtad trom wranev especially applicable today as busi- 
Irk- nessmen prepare financially for the 
thly uncertainties in the money market. 
ria (&) Because of the great number of re- 
“an Ee i Cn aat quests we have received for copies of 
” ba the analysis, we recently reprinted it 
ng: in booklet form. We are pleased to 
lex make it available without cost or obli- 
gation to members of the accounting 
' profession. 
ary 
the In addition, we invite you to write 
BUSINESS for copies of “The Business Growth 
GROWTH Plan,” a 16-page booklet designed for 
ad le ae : 
distribution to your clients. It de- 
pe: scribes in nontechnical language 
how factoring, a specialized form of 
commercial financing, provides five 
~via fait i major requirements for sound and 
profitable business growth. 
For free copies, please address your request, specifying the publi- 
cation and the quantity desired, to Mr. Walter M. Kelly, President. 
In addition to old-line factoring, described in detail in the above two 
booklets, Commercial Factors Corporation offers a wide range of 
credit and financial services, including nonnotification factoring and 
accounts receivable financing. We also assist many of our clients by 
advancing funds, on a secured or unsecured basis, to support inven- 
tory, for machinery purchases, plant expansion programs, mergers, 
acquisitions, etc. 
We would be pleased to discuss these services with you in detail when 
the occasions arise. 
‘ Commercial Factors Corporation 
One Park Ave., N. Y. 16, N. Y. » MU 3-1200 
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the busier you are... 
the more you'll like 


LAWRENCE! 





... because saving your time 
is such an important 
ingredient of our service 





Most employment agencies do a lot of talking about 
their screening procedures. We don’t. Our careful 
screening plan speaks for itself... in results. 


Results for our clients because it saves them 
valuable time and produces the kind of 
high-type, competent personnel they want. 


Results for us because it is continually 
winning new clients and keeping old ones 
coming back year after year after year. 


May we have the opportunity to prove 
how smoothly it can work for you? 


And, of course, we are 
ACCOUNTANT-STAFFED 
—another advantage 

for you and your clients. 





presouucl service agency 


120 W. 42nd Street, New York, N. Y. 


FOR OVER 15 YEARS, SERVING THE ACCOUNTANT 
AND HIS CLIENTS IN THE PLACEMENT OF PERSONNEL IN 
THE ACCOUNTING, BOOKKEEPING AND OFFICE PERSONNEL FIELDS 


Call Mr. Daniel Roberts at 
BRyant 9-3040 
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Financial Statements 


and Inflation 


By THOMAS G. HiGGins, CPA 


In seeking to answer the question as to why there is a continuing 
reluctance to adjust financial statements for the effects of 
inflation, the author places in focus some of the basic issues 
involved. The main arguments advanced to date for making 
and for not making price level adjustments are discussed with 


particular emphasis on depreciation. 


Clearly revealed are the 


complexities of the problem and the need for considerably more 


research and experimentation. 


A Frew years ago a prominent steel 
executive made the following state- 
ment: “Back in 1930 we built an open 
hearth plant which cost about $10 
million. Today it will cost us about 
$64 million to replace that plant. 
Through depreciation we have recov- 
ered the original $10 million. ... The 
remaining $54 million, however, will 
have to come out of our profits—our 
profits after taxes.” 

This company’s experience strikingly 
illustrates why the problem of capital 
replacement and capital expansion dur- 
ing a period of inflation, such as that 
existing in this country since World 
War II, has been of increasing con- 





THOMAS G. HIGGINS, CPA, is President 
of The New York State Society of Certified 
Public Accountants. He is also chairman of 
the Committee on Professional Ethics of the 
American Institute of CPAs and a member 
of the Institute’s newly formed Accounting 
Principles Board. Mr. Higgins is a partner 
in the firm of Arthur Young & Company, 
certified public accountants. 


cern to businessmen. Accounting prob- 
lems arising from it are of a perplex- 
ing nature. Everyone knows that finan- 
cial statements are less meaningful in 
times of changing price levels, but there 
seems to be no unanimity of thought 
as to what, if anything, should be done 
about the matter. Some accountants 
are strongly in favor of adjusting for 
changes in price levels, particularly to 
provide more realistic “replacement” 
(depreciation) reserves, but there are 
differing opinions among them as to 
the methods or the extent of adjust- 
ment necessary. Those who oppose 
price level adjustments usually feel that 
the significance of the problem is very 
much exaggerated and that the result- 
ing confusion in financial statements 
would far outweigh any possible ad- 
vantages. They also point out that a 
stockholder does not necessarily lose 
by inflation; that where the financing 
of a plant is by a bond issue—a fixed 
dollar investment—the company, in 
periods of inflation, reaps a profit both 
at the time of the interest payments 
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and at the maturity of the debt. In the 
background of the thinking of those 
opposed to price level adjustments is 
the feeling that inflation is something 
that affects many people and that there 
is no practical means of compensating 
for it. 

In the midst of all this confusion one 
thing seems quite clear: accountants, 
for the most part, have not given the 
problem as much time and thought as 
they should have. Fortunately, how- 
ever, there is gradually developing a 
substantial literature on the subject 
and much more is known about it 
now than fifteen years ago. 

This article is an attempt to put in 
focus some of the basic issues involved 
by discussing the main arguments ad- 
vanced to date for making and for not 
making price level adjustments, with 
particular emphasis on the matter of 
depreciation. To keep space within rea- 
sonable proportions, only the broader 
phases of these issues will be stated. 
It is the hope of the writer, however, 
that the article will stimulate further 
thinking on this problem. 


VARIATIONS IN PRICE LEVELS 


How important is inflation over the 
long pull? That it is important seems 
evident from the trend of the Consum- 
ers’ Price Index of the U. S. Bureau 
of Labor Statistics over a long period 
of years, viz.: 


NBD snssessessasee 31 bE URS Are 71.4 
PIO cscsaccsonsss 34 DORA Oiscevavensaans 58.7 
ROME Descsspsetesee 36 PO ratsexisenacs 599 
2 | 4] LEME sasavencace 76.9 
LY ae 43.4 MDE sect caxcesss 102.8 
1 eee 85.7 DDD ccsasasciaevs 114.5 
BPO vessesvatevsen 75.0 DDS sscssseesitcsee 123;5 


(1947-1949 = 100) 


DEFINITION OF DEPRECIATION 
In an article addressed primarily to 
accountants it hardly seems necessary 
to define depreciation. And yet there 
seems to be much confusion as to what 
it is. Businessmen — and _ strangely 
enough many accountants also —talk 


about the inadequacy of depreciation 
reserves to provide for replacements of 
property. It should be understood that 
depreciation accounting is not a provi- 
sion for replacements but an allocation 
of costs. The cost of a depreciable 
asset is in the nature of a deferred 
charge to future operations. Deprecia- 
tion, as such, does not provide funds. 
Funds must come from the revenues of 
the business, and the charge for depre- 
ciation does not increase in any way 
the amount available for capital re- 
placement. 

The following definition of deprecia- 
tion accounting is taken from Account- 
ing Terminology Bulletin No. 1 of the 
American Institute of Certified Public 
Accountants: 

Depreciation accounting is a system of 
accounting which aims to distribute the cost 
or other basic value of tangible capital 
assets, less salvage (if any), over the esti- 
mated useful life of the unit (which may 
be a group of assets) in a systematic and 
rational manner. It is a process of alloca- 
tion, not of valuation. Depreciation for the 
year is the portion of the total charge under 
such a system that is allocated to the year. 
Although the allocation may properly take 
into account occurrences during the year. 
it is not intended to be a measurement of 
the effect of all such occurrences. 

The foregoing definition was formu- 
lated in 1944. Almost immediately 
thereafter, because of the relatively 
rapid inflation in this country follow- 
ing the close of World War II, there 
was pressure from some businessmen 
for accountants to base depreciation 
on replacement costs rather than on 
historical costs. The Institute’s Com- 
mittee on Accounting Procedure stud- 
ied the problem and, in 1947, ex- 
pressed its opinion that depreciation 
should continue to be recorded, and 
reflected in financial statements, on the 
basis of historical costs, “at least until 
the dollar is stabilized at some level.” 
In 1948, the committee reaffirmed this 
opinion but gave its full support to the 
use of supplementary financial sched- 
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ules, explanations or notes by which 
management could explain the need 
for retention of earnings to finance 
capital replacement and expansion. In 
1953, the committee again expressed 
its approval of the basic conclusions 
reached earlier but indicated that the 
subject was being placed on its agenda 
for further study. 


RECENT STUDIES 


As I think back over the important 
contributions in recent years to a better 
understanding of the accounting prob- 
lems brought about by inflation, three 
studies stand out: (1) those made by 
the Business Income Study Group, 
organized by the AICPA in 1948 and 
reported on in 1952 in a volume en- 
titled “Changing Concepts of Business 
Income,” (2) those made for the 
American Accounting Association un- 
der the supervision of Professor Ralph 
C. Jones of Yale University and pub- 
lished in 1955 and 1956 in a series of 
three booklets, and (3) those made in 
the last year or two by a relatively 
small group of individuals who are 
advocating what they refer to as “rein- 
vestment depreciation.” 


BUSINESS INCOME STUDY GROUP 


The Business Income Study Group 
spent about four years considering the 
problem of determining business in- 
come, with particular emphasis on the 
effect of changing price levels. In its 
work it was able to enlist the services 
of a distinguished group of account- 
ants, lawyers, economists, corporate 
executives, labor leaders and govern- 
ment officials. Even though the Group’s 
teport is quite obviously a compromise 
between various points of view and 
lacks something because of that, it un- 
questionably has contributed a great 
deal to the development and consid- 
eration of concepts of business income. 
A majority of the Group recognized 
the fact that during periods of chang- 


ing price levels there is a need for 
more meaningful financial statements 
and, among other things, concluded: 
For the present, it may well be that the 
primary statements of income should con- 
tinue to be made on bases now commonly 
accepted. But corporations whose ownership 
is widely distributed should be encouraged 
to furnish information that will facilitate the 
determination of income measured in units 
of approximately equal purchasing power, 
and to provide such information wherever 
it is practicable to do so as part of the 
material upon which the independent 
accountant expresses his opinion. 


AMERICAN ACCOUNTING ASSOCIATION’S 
PRICE LEVEL RESEARCH PROJECT 


The stated objectives of the price 
level research project conducted by 
Ralph Jones of Yale were: 

1. To develop and test techniques 
and methods for the preparation of 
supplementary financial statements ex- 
pressed in dollars of uniform purchas- 
ing power measured by a general index 
of prices. 

2. To compare the supplementary 
statements with the conventional state- 
ments expressed in historical dollars 
in order to measure the effect of in- 
flation on companies of various types 
and sizes. 

3. To present quantitative data 
which would give some basis for judg- 
ing the usefulness of statements in 
uniform dollars. 

Perry Mason, in the first of the three 
booklets of the Jones studies, discusses 
the need for converting conventional 
statements to uniform dollars and the 
technique and methods which, in his 
opinion, can be suitably used. He 
points out that financial statements, 
without adjustment, are not compara- 
ble within themselves for the same 
year or with those of prior years. Thus, 
(1) in the income statement, there is 
the failure of depreciation and similar 
costs to reflect the current price level 
and, therefore, to be comparable with 
current revenue, and (2) in the bal- 
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EXHIBIT I 
New YORK TELEPHONE COMPANY ! 
1940 1946-1952 
Return on investment: 
RR MRE NSS 0 oasis osc jog eosin sven bensenstcaoevsvseesamncs feapenneaieurannes 6.6% 6% 
UND TEVES CS 221) oo err ee 7.5% 3% 
Excess of book income over adjusted income: 
SOIC roe ba acs Sins gusuaheevensasocaiesswasdesissudussccuscenssnsbsy'ss 1% 
DR RU a oa acca chs cxstannastuininsaseiced vonnse sues saasivocvasdedeastdunsiacesonveae 50% 
Excess of real capital investment over book investment, 1946- 
pee org eased cs phates ss unknsinsncevnses cieduasssaadvondadadaase sensecdavinpianes 37% 
Income taxes, 1946-1952: 
Nominal or statutory tax rate 40.6% 
aN MO sos Fon accsiadaaalcasen'yadicosescciasavociSieswer sens sok 52.3% 
Excess of the actual tax over a tax on real earnings at the 
PREMIERE UMNO coc cuce caphsicssatncsecsssesbanusansescassveiecesssnmnsvbaleayses $50 million 
Depreciation deficiency, 1946-1952: 
PR NEPOMANIE sa cyssevcaeuvsscsvecsssniivasausivasecsesvss was ena gstnoeecespeeetaaahs $108 million 
As percentage of charges booked .......... see cesksSaserteawas 35% 


Per cent of 1940 


Book _ Adjusted 
Earnings, dividends and equity per share: 
MRIS SZ svc savecwscesssenesesssenecrccsoseies gsjacescensuenveuneuaees — 110 34 
Dividends, 1952 .... 1. sds haapacaesacaun duces tsps ancesussminoanstarcaae . 100 53 
Equity, December DUA sosciiaindiniay rsvvsinctinntnteoneasticusicn Ua 51 
Dividend increase required to yield 8% on real investment in 
common stock: 
PPMP oociiccccrsisisorsasécocscseaseoonrsnaainnsusosesesiecsusssssensiessaisiente 51% 
by | casansahvirestsonsatendisssedtaa ener sds 78% 
Reported Adjusted 


Earnings rates on average equities of investors: 
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EXHIBIT II 


ARMSTRONG CORK COMPANY * 


Reported Adjusted 
1941-1951: ‘ : 
Earnings rate on average equity of stockholders .............. 8.8% 4.5% 
Ba Pee INNER OSS ycsasicas bra ves ods’ v5s4 9-0 sae sa Var vNDadS ben sbisGyscs easonoIadsaleVeedNe $92 million $59 million 
NERS ET ANENINS cook ccc hn cas eos pasta ca ceraonacaeeseagesanneeraeese $39.5 million $6.5 million 
Income taxes compared with earnings before taxes ............ 47% 58% 
Dividends compared with net earnings ..............:cceeeeeeeeeees 56% 89% 
Total equity of stockholders, December 31, 1951 ...........cceee $110 million $137 million 
Working capital in 1951 compared with 1941 0... 59% greater 3% less 


1 Jones, Ralph C., Price Level Changes and Financial Statements—Case Studies of Four 
Companies, American Accounting Association, 1955, page 13. 

2 Ibid., page 18. 

3 Ibid., page 67. 
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ance sheet, cash and receivables and 
unpaid liabilities are expressed in cur- 
rent dollars, but the inventories, and 
especially the plant and equipment, 
ae accumulations of non-comparable 
items since they are always a hodge- 
podge of various past-period dollars 
representing different amounts of pur- 
chasing power. Mason also brings out 
that, in conventional statements, pur- 
chasing-power gains and losses on the 
net monetary position (cash plus re- 
ceivables minus liabilities) are undis- 
closed. These defects, according to 
Mason, are serious on a number of 
counts. For one thing, stockholders 
and other investors are not provided 
with information which would enable 
them to interpret the operating results 
and to judge the relative effect of price 
level changes upon a particular enter- 
prise. For another, management is 
bound to have difficulty in making 
properly informed decisions as to such 
things as dividend policy, pricing pol- 
icy and expansion programs. Mason 
also points out that, although income 
taxes under the present law will not 
be changed if adjusted income figures 
are prepared, evidence will be obtained 
that income taxes are now based upon 
a concept of income which is ques- 
tionable. This concept, in his opinion, 
discriminates against companies with 
large investments in plant and equip- 
ment when the price level is rising and 
is in their favor when prices are fall- 
ing, 

It might be argued that inflation was 
primarily a war problem and that in 
all probability it is now behind us for 
all practical purposes. Perry Mason 
points out, however, that even if prices 
were to level off for an indefinite pe- 
tiod, adjusted statements would still 
be needed until the fixed assets pre- 
Viously acquired were retired from 
service, since the accounts would still 
teflect the costs of such assets at other 
price levels. 


As part of the project the Jones 
Group analyzed, converted to current 
dollars and studied the actual records 
of four companies, viz., a public utility 
company—New York Telephone Com- 
pany—and three manufacturing com- 
panies—Armstrong Cork Company, 
The Reece Corporation and Sargent 
& Company. In the development of 
the figures, the Group was assisted by 
the independent auditors of the com- 
panies and by company employees. 
The engineering staff of New York 
Telephone Company carried out the 
very considerable task of analyzing 
and converting that company’s prop- 
erty and depreciation accounts by 
years of acquisition. 

The Jones studies demonstrate the 
tremendous effects that price level 
changes can have on the financial po- 
sition and operating results of business 
concerns. For example, the results in 
two of the cases are summarized in 
Exhibits I and II. 

Jones points out that there are two 
principal reasons why the adjusted 
earnings rate for New York Telephone 
Company for the seven years, 1946 
to 1952, is only half as high as that 
shown by the historical or book figures. 
First of all, adjusted expenses, princi- 
pally depreciation, are higher (and 
net income lower) because pre-infla- 
tion costs are converted into their 
current-dollar equivalents. Next, the 
adjusted investment is substantially 
larger than book investment because 
of a similar conversion of plant costs 
and capital contributions. A reduction 
of some 30 percent in the numerator 
(net income) and an increase of some 
40 percent in the denominator (aver- 
age investment) combine to cut the 
earnings rate in half. 

It seems important to emphasize that 
the adjustments to depreciation and 
to plant under the Jones techniques do 
not put them on a replacement basis. 
Each portion of the plant account is 
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simply converted from the price level 
of the year of acquisition to the current 
price level. Similarly, the depreciation 
reserve and the current depreciation 
provision are likewise adjusted in terms 
of current dollars. 


REINVESTMENT DEPRECIATION 


Reinvestment depreciation was one 
of the methods advocated at the House 
Ways and Means Committee hearings 
in January 1958. It is mentioned here 
because it was looked upon by a num- 
ber of people as having real possibili- 
ties for tax relief in that it does not 
run counter to one of the basic con- 
cepts under which the Treasury and 
the Internal Revenue Service operate, 
i.e., that deductions must be based on 
moneys expended. Reinvestment de- 
preciation is a method which would 
permit the taxpayer to deduct, as addi- 
tional depreciation, the difference be- 
tween the value of property retired at 
historical cost and any new investment 
in depreciable property in current dol- 
lars which is equivalent to the prop- 
erty retired. The allowance for rein- 
vestment depreciation would be made 
only when two events take place— 
retirement and the investment of the 
equivalent amount in current dollars. 
Further, the additional depreciation 
allowed must be applied in reduction 
of the basis of the newly acquired 
property. 

Reinvestment depreciation is one of 
several proposals dealing with depre- 
ciation currently being considered by 
the House Ways and Means Commit- 
tee and the Treasury Department. No 
one seems to know at present just what 
form any legislation in this area may 
ultimately take. 


CURRENT VIEWS 


In addition to these studies, there 
are a great many carefully prepared 
papers worth reading. Among the 


more recent are two which were deliy- 
ered at the 1959 annual meeting of the 
National Association of Accountants 
and published in the August 1959 
N.A.A. Bulletin. The two papers, en- 
titled “Depreciation—To Measure In- 
come or to Provide Funds for Replace- 
ment?”, were presented by Messrs, 
Carman G. Blough and Paul Grady 
and reflect somewhat opposing points 
of view. The following quotations in- 
dicate that intelligence and technical 
ability are by no means all on one 
side: 

Quotations from Carman G. Blough’s 
paper. “Before going any farther, let 
me say that I do not disagree, in prin- 
ciple, with those who advocate price- 
level adjustments for all transactions 
affected by inflation, whether set forth 
in financial statements or not. I do 
seriously disagree as a matter of con- 
sistency, logic, and fairness with all 
those who limit their adjustment pro- 
posals to depreciation. However, 
though I acknowledge the soundness 
of complete adjustment as a matter 
of principle or theory, I do not feel 
that it is practical at this time. How 
far must inflation go before it would 
be practical? I do not know but it 
would have to be far enough for its 
significance to be understood by many 
more than understand it today. ... 


“One does not have to be too smart 
to recognize the fact that, to maintain 
the capital of a business in these days 
in terms of capacity to produce goods 
and render services, substantially more 
dollars must be reserved out of the 
revenues of the business than the 
amount that is charged to depreciation 
based on the doliars originally ex- 
pended for such capacity in the form 
of buildings, machinery, and equip- 
ment. It does not follow, however, 
that the amount necessary to maintain 
that capacity, over and above the dol- 
lars originally invested, should be ac- 
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counted for as a cost of current pro- 
duction. Inflation is a leech that sucks 
at businesses and individuals alike. If 
costs are to be adjusted to give effect 
io the deterioration of the purchasing 
power Of the dollar in one type of 
business, consistency and logic require 
that it be done in another.” 4 
Quotations from Paul Grady’s paper. 
‘If anyone doubts that the size of 
reported corporate income plays an im- 
portant part in stimulating wage de- 
mands, I suggest they study the recent 
series of advertisements by the United 
Steel Workers of America. All of these 
make prominent use of the reported 
income of the largest steel company. 
In the full-page advertisement I have 
here, Mr. David J. McDonald empha- 
sizes that labor costs in 1958 are about 
the same proportion of each sales dol- 
lar as they were in 1952. He then 
invites an examination of the dollar 
net profits of U. S. Steel, $143 million 
in 1952 and $301 million in 1958, 
and points out that profits have dou- 
bled. Mr. McDonald does not disclose 
by footnote or otherwise that, if de- 
preciation costs were stated in current 
dollars, the reported profits in 1958 
would have been cut in half. I am 
not suggesting that he is to be criti- 
cized for not doing so, because he is 
carrying on his part of an economic 
contest over the division of the fruits 
of production. I do suggest, however, 
that an accounting bulletin which pre- 
vents the statement of plant exhaus- 
tion costs in current dollars, com- 
parable with other costs, must bear a 
share of the responsibility for further 
ination. The current wage contest in 
the steel industry makes it clear that 
supplemental disclosures are not ade- 
quate to prevent the inflationary conse- 
quences of overstating net income... . 


Cistantibihiniiaceeeabasaa 


“We sometimes like to regard ac- 
counting as a universal business lan- 
guage, but I know of no country other 
than the United States where recogni- 
tion of property exhaustion costs in 
equivalent current monetary purchas- 
ing power would require an exception 
in the opinion of the independent audi- 
tors. Examples of recognition of eco- 
nomic depreciation, in some manner, 
in the accounts may be found in the 
published reports of Unilever Limited, 
N. V. Philips Lampworks, Imperial 
Chemical Industries Limited, Alge- 
mene Kunstzigde Unie N.V., The Elec- 
tricity Authority and Boards of Eng- 
land and Wales and The Gas Council 
of England, Scotland and Wales. The 
accounts of these enterprises carry ade- 
quate disclosures of the basis on which 
depreciation and fixed assets are stated 
and the opinions of the independent 
auditors contain no qualifications re- 
garding the departures from historical 
costs. Six reports of enterprises in the 
United States were found in which de- 
preciation costs were expressed in cur- 
rent dollars. The reports of the inde- 
pendent auditors necessarily stated that 
the practice was contrary to the con- 
clusions of Chapter 9 of A.R.B. No. 
43 but also contained further wording 
supporting the practice as a prudent 
measurement of business income. The 
position of the bulletin in regard to 
current costs of property exhaustion is 
contrary to the accepted use of current 
costs of inventories under the ‘lifo’ 
method in the measurement of in- 
come.” 5 


APPRAISAL OF PRESENT STATUS 


If it is clear that the degree of in- 
flation we have been experiencing for 
about twenty years makes financial 
statements much less meaningful, why 


*Blough, C. G., “Depreciation—To Measure Income or to Provide Funds for Replace- 
ment?” N.A.A. Bulletin, August 1959, Section 3, pages 49-50. 
_ 5Grady, P., “Depreciation—To Measure Income or to Provide Funds for Replacement?” 
\.A.A. Bulletin, August 1959, Section 3, pages 60-63. 
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is it that something has not been done 
about the matter up to now? I think 
there are two basic reasons. In the 
first place, businessmen, for the most 
part, do not favor price level adjust- 
ments unless they can be taken as a 
tax deduction and, in the second place, 
practicing accountants, who by train- 
ing like to make adjustments on a 
consistent and logical basis, see no 
practical means of making overall ad- 
justments for inflation without causing 
undue confusion. 

So far as businessmen are con- 
cerned, it is interesting to examine the 
results of the survey conducted by the 
American Institute in 1957. The pri- 
mary purpose of this survey was to 
find out the degree of sentiment in 
favor of changing from the traditional 
cost basis for calculating depreciation. 
The results indicate that a majority 
of business executives favor having 
the effect of price changes reported in 
some way, but there is little agreement 
as to how this should be done. Few 
of those included in the survey indi- 
cate they would give up original cost 
entirely and adjust the financial state- 
ments to report depreciation on the 
basis of current prices. The method 
of disclosure preferred is by a note to 
the financial statements. While the re- 
sults of the survey are not directly 
comparable with those of the previous 
one in 1948, the more recent study 
indicates that there is a shift toward 
giving some kind of recognition to 
price changes. 

Whether or not current dollar de- 
preciation will be recognized in some 
form by the Treasury Department is 
hard to say. We have to remember, 
however, that legislative tax provisions 
normally follow rather than precede 
business practice. It will require a 
good deal of persuasion to win general 
acceptance for a tax reform on some- 
thing that is recognized neither by the 
American Institute nor by corporate 


management. Even if so-called reip. 
vestment depreciation were recognized 
for tax purposes, it could not be very 
satisfactory to business. Since this pro. 
posal calls for entering the new replace. 
ment additions at the written-down 
value—thus, in effect, giving back the 
tax recovery through future reduced 
depreciation—it really amounts to a 
form of accelerated depreciation. 

Now, if we approach the problem 
from the standpoint of the accountant, 
he is immediately faced with some very 
difficult decisions as to how far he 
should go after the decision is reached 
to make adjustments for price level 
changes. First of all, there is the ques- 
tion of what price index to use. Many 
accountants do not react well to the 
idea of translating historical dollar 
costs into current costs by using sta- 
tistical averages of price changes unre- 
lated to the type of costs to which 
they are to be applied. Thus, they 
ask, what does the Consumers’ Price 
Index have to do with the plant of a 
company such as New York Telephone 
Company? I, personally, do not look 
on this question of what particular 
price index to use as one which is at 
all serious. The fact is that, while there 
are differences in the various indexes 
available, they all show a definite trend. 
I think the justification for using the 
Consumers’ Price Index is that it has 
a very definite validity in its official 
acceptance for various reasons and 
the reason for using it is not to show 
the changes in asset values but rather 
to measure relative changes in the 
value of the dollar itself. 

Much more important than the 
question of what price index to us 
is the question of what particular items 
should or should not be adjusted for 
price level changes. Opinions vary cot 
siderably. They run all the way from 
merely adjusting depreciation to adjust- 
ing all items in the financial statements 
that are affected by price level changes. 
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Suppose we take the position that 
depreciation is the major item affected 
by price level changes and that if we 
adjust it we have gone a long way in 
meeting the problem. After all, it can 
be argued, most of the items in any 
income account are reflected in cur- 
rent dollars except depreciation and 
cost of sales and, where Lifo is used, 
there should not ordinarily be any 
major adjustment necessary in product 
costs. In taking this viewpoint, many 
businessmen state that their main bone 
of contention is that depreciation 
should represent a reasonable provision 
for replacement of assets which, they 
state, it certainly is not in any inflation- 
ary period. Possibly any such state- 
ment should not be taken too literally 
but it should be made clear that there 
seems to be no support for a reserve 
for replacements as such. Any such 
reserve would be quite subjective and 
there are two important counts against 
i: (1) the difficulty of determining 
the replacement cost of any asset which 
necessarily permits a wide scope for 
extremes of personal opinion in deter- 
mining each year’s current charge, and 
(2) the fact that improved meti.ods of 
production and technological changes 
often render the existing plant obsolete 
with the result that it is replaced with 
new equipment of a different char- 
acter. 

There is much more support and 
logic for continuing to calculate de- 
preciation in the usual manner and 
then adjusting the figure, as so deter- 
mined, for price level changes in ac- 
cordance with an appropriate price 
index. This means that plant costs 
would still be written off over their 
useful lives but the constituent ele- 
ments of each yearly charge for depre- 
ciation would be adjusted for respec- 
tive price level changes. Having gone 
this far we can then say that the de- 
preciation charge is stated in terms of 
the same dollars as those of most of 
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the other items. This step, however, 
forces us to think of two other ques- 
tions, viz., (1) should each year’s 
provision include an additional amount 
for the deficiencies in prior years’ 
price level adjustments which have oc- 
curred simply by the passing of time 
(assuming an inflationary period), and 
(2) should there be any offset for the 
bonded-indebtedness factor where it 
seems reasonably clear that the plant 
has been financed, at least in part, by 
such indebtedness? 

There seem to be two schools of 
thought on both these questions. Many 
feel that, if all important items in the 
income statement are stated in terms 
of current dollars, the figure of “net 
income” is then a significant figure and 
they would not adjust either for any 
prior years’ deficiencies or for hedges 
in the form of long-term debt. As for 
prior year deficiencies, they point out 
that the amounts provided from in- 
come in prior years may have been 
invested in property which, in turn, has 
been adjusted for price level changes. 
So far as long-term debt is concerned, 
they take the position that the way in 
which property is financed should have 
no bearing whatever on the charge to 
income and furthermore that the po- 
tential profit may never be realized or 
at least not for many years since long- 
term debt in an expanding economy 
tends to increase. 

I must say it is hard for me to see 
the logic of making adjustments for 
inflation and at the same time ignoring 
hedges which are so important in any 
inflationary period. To put it another 
way—why should stockholders’ equity 
be charged for a loss which presuma- 
bly will be borne by bondholders? 


CONCLUSION 


As indicated at the outset, the prime 
purpose of this article was to put in 
focus the main arguments for making 
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or not making price level adjustments 
in financial statements. Before con- 
cluding, I wish to sum up by making a 
few points that to me seem important. 

Conventional statements. Jones and 
others have clearly demonstrated that 
conventional financial statements in 
periods of changing price levels are 
much less meaningful than when prices 
are reasonably uniform from year to 
year. 

Informative literature. There is a 
rapidly growing literature on the effects 
of inflation on financial statements, 
much of it very informative. Whether 
or not we agree with any of the reason- 
ing or the conclusions, we must admit 
that the studies previously mentioned 
are a substantial contribution to the 
problem. All accountants would be 
well advised to familiarize themselves 
with these studies. 

Effect of continuing inflation. In- 
flation seems to be part and parcel of 
our present economy. While everyone 
deplores it and both businessmen and 
politicians warn us of the dangers of 
continued inflation, it is hard to see 
any remedies that will prove effective. 
While up to now we have had only a 
gradual inflation, who is to say that 
the process might not become much 
more pronounced? If we admit this, 
it seems important that an all-out ef- 
fort be made to devise some practical 
means of making financial statements 
more meaningful in inflationary peri- 
ods. When we see the degree of infla- 
tion that has occurred in certain other 
countries we realize how meaningless 
conventional financial statements for 
any protracted period are in such an 
economy. 

Adjustments other than deprecia- 
tion. While considerable progress has 
been made in working toward a solu- 
tion of the problem, it has not yet been 
solved. It is a simple thing to demon- 
strate that price level depreciation 
would give a more meaningful figure 


for depreciation. It is not so simple, 
however, to decide what further price 
level adjustments should be made. Ags 
previously pointed out, bonds payable 
act as a hedge in an inflationary period 
and there seems to be no good reason 
why they should not be offset against 
property in calculating price level de- 
preciation. And, if we agree that the 
potential profit on bonds is a proper 
offset against the potential loss arising 
from inadequate cost depreciation, 
should we not also take into account 
all the other assets and liabilities that 
have been affected by inflation? If we 
increase the depreciation charge in in- 
come, why should we not also increase 
the asset on which the depreciation is 
based? 

Supplementary financial statements. 
If we concede that price level ad- 
justments should be applied to all items 
in the financial statements, if they are 
to be applied at all, it would seem im- 
practical to do this other than in sup- 
plementary financial statements. The 
basic premise of the Jones technique 
is that financial statements prepared 
in the conventional manner should be 
translated to terms of equal purchasing 
power. To follow this technique means 
continually restating prior years’ fig- 
ures because, simply by the passing 
of time, gains or losses arising from 
price level changes have occurred. 
With the wide distribution of financial 
statements any such changing of fig- 
ures previously published would give 
rise to endless confusion. 

Need for research and experimen- 
tation. It seems to me that consider- 
ably more research and experiment 
tion needs to be done before anything 
like a solution can be found to the 
price level problem. The experiments 
made by the Jones group on the finan- 
cial statements of four companies 
should be extended to a great many 
more concerns and experiments should 
also be made to devise supplementary 
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Early Accounting 
Coaching Courses 


By the late NORMAN E. WEBSTER, CPA 


Soon after the enactment of the New 
York CPA Law in 1896 there were 
several efforts to provide opportunities 
for accounting study. Although the 
aim of each was to offer to students 
instruction in the principles and use of 
accounts, the programs differed in de- 
tails. Some, called schools or insti- 
tutes, were formally organized, with 
faculties for different subjects and with 
courses to run two or more years. This 
instruction was planned to be broad 
and was not designed primarily as 
preparation for the CPA examinations. 
Stories of three institutions of this 
class have been published in THE NEw 
YORK CERTIFIED PUBLIC ACCOUNT- 
ANT as follows: New York School of 
Accounts (Koehler’s) (December 
1949); Pace Institute (now Pace Col- 
lege) (September 1950); and School 
of Commerce, Accounts and Finance, 
New York University (April 1953). 





The first draft of this article was prepared 
by Norman E. Webster as part of the con- 
tinuing program of history studies under- 
taken by our Society's Committee on His- 
tory. Subsequent to Mr. Webster’s death, 
the Committee on History (Henry Lieber- 
man and Leo L. Tauritz, current and pre- 
decessor chairmen, respectively) undertook 
the assignment of editing the manuscript 
preparatory to submitting it for publication. 
Our readers may wish to refer to the article 
“Norman Edward Webster” which was pre- 
pared by the Committee and published in 
the April 1957 issue of this magazine. 


Later, additional schools were estab- 
lished, but this story is limited to early 
schools whose programs were known 
as coaching courses. They were usu- 
ally centered in or even confined to 
one or a few instructors, were planned 
for shorter periods, and included only 
incidentally matters which a candidate 
might not meet in the CPA examina- 
tions. Among them were these: 


Frederick Samson Tipson, or National 
School of Accounts. George Azro Low 
(apparently no other title used). Universal 
Business Institute, Inc. (corporate designa- 
tion). Frank Broaker, or The Technique 
of Accountics, Inc. 


Before 1900 there were few if any 
opportunities for instruction in any 
branches of accountancy except the 
bookkeeping courses offered by the 
business colleges, which, though use- 
ful, did not go far enough. They quali- 
fied all or some of their students as 
bookkeepers but not as auditors. They 
gave instruction in business customs 
but not in the statutory or common 
law provisions under which the cus- 
toms had developed. 


THE TIPSON COURSE OR NATIONAL 
SCHOOL OF ACCOUNTS 


Frederick Samson Tipson probably 
furnished the data for the biographical 
sketch in FINANCIAL REcorD of No- 
vember 10, 1898, which was supple- 
mented by a recent letter from his son 
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and by information obtained from a 
few other sources. 

He was born in Twickenham, Eng- 
land, in 1858 and attended Reading 
Grammar School. Probably he stud- 
ied elsewhere, because in 1881, when 
23, he went to Georgetown, British 
Guiana, where he taught mathemat- 
ics and Greek in a college and was 
organist in a Catholic cathedral. In 
1885 he returned to England and 
after two years at Cambridge Uni- 
versity received the degree of Bachelor 
of Music. Before 1891 he had re- 
ceived a mercantile training and had 
assisted as a junior on audits. In 
BusINEss of November 1901, he re- 
ferred to himself as “late of Cheap- 
side, London.” 

He came to New York in 1891, 
where, his son states, he immediately 
started as an accountant. However, 
his first listing in the New York Direc- 
tory was in 1897 as “Sec., 441 Pearl.” 
But in later issues he was listed as 
public accountant, at 17 Park Row in 
1899, 21 Park Row in 1900, 150 
Nassau in 1902, 5 Beekman Street in 
1906, and 227 Waverly Place—his 
home—in 1912. In 1896, soon after 
the passage of the CPA law, he became 
CPA No. 84, and in 1897 he was a 
Fellow of the American Association 
of Public Accountants and a Governor 
of an organization entitled, National 
Society of Certified Public Account- 
ants in the United States. All that 
was learned of his practice is contained 
in (1) the FINANCIAL REcorD 1898 
sketch—that he had “specially studied 
and practiced insurance work” and 
“built up a large practice,” and (2) in 
his advertisements in BUSINESS, issues 
of December 1901, to August 1902, 
viz.: “Experts supplied for all branches 
of accounting, in or out of city.” All 
that is known of his assistants in his 
Practice is that, as will be shown, one 
of them passed the CPA examination 
after having studied with him. 


‘The earliest announcement found of 
the Tipson Course was in BUSINESS, 
issue of October 1900, page 777, and 
was as follows: 


CPA examination candidates thoroughly 
prepared by correspondence or personal 
instruction. The only successful candidate 
at the last examination was coached by 
Frep’k §S. Tipson, Certified Public Ac- 
countant, Park Row Building. 


Other items show that the success- 
ful candidate was Howard Greenman 
who, then and apparently for some 
time before, was on Tipson’s account- 
ing staff. So perhaps this success sug- 
gested to Tipson that he offer his 
coaching to others. 


The administration of the course 
was apparently all handled by Tipson. 
This may not have been difficult, as 
the students were few at any one time. 
The instruction also seems to have 
been only by Tipson, whether by mail 
or by personal contact of the student 
with the teacher. For this, Tipson 
may have been well prepared by his 
experience as a student and as a teacher 
in the schools and colleges previously 
mentioned. And his methods were 
metaphorically suggested by his re- 
sponse to a question as to the mean- 
ing of the word coach. His answer, 
as given in BUSINESS WoRLD of Janu- 
ary, 1906, was: “Well, a coach, of 
course, is a vehicle constructed to carry 
peopie along. I do this in the prepara- 
tory work for CPA examinations.” 

As for the scope of the course, it 
was stated generally in his advertising 
and in the above quotation about his 
work as a coach. But in detail it was 
presented in the books he published, 
which apparently were prepared from 
the less formal notes he had used with 
students. These were: Theory of Ac- 
counts (1902, 124 pages; 1921, 1922 
editions, 271 pages); Commercial 
Law (1903, 126 pages); and Auditing 
(1904, 149 pages). 
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He also published the following 
short articles: The Profit and Loss 
Account (BusINEess, November 1901); 
Relation of Auditor to Bookkeeper 
(BusINEss WorRLD, May 1903); and 
Hotel Accounts (BUSINESS WORLD, 
July 1904). 

The fees for his instruction were 
stated in his advertisement in the June 
1903 issue of BUSINESS WORLD to be 
as follows: 

TerMs, $100, payable in four monthly 
installments of twenty-five dollars each. 
Any person failing to pass the first exami- 
nation will be prepared for the next one 
without additional charge. Text book con- 
taining all questions set at previous ex- 
aminations on the Theory of Accounts with 
full answers and explanations, $3.00. Ref- 
erences to successful candidates in N. Y., 
Conn., Cal., Penn., and Md. The only suc- 
cessful candidate June 1900, was coached 
by FREDERICK S. TIPSON. 

In an interview in BUSINESS WORLD 
of January 1906, he said of his stud- 
ents: 

Speaking from memory and _ including 
those candidates who have come to me for 
special instruction in practical accounting 
only, I find by my books that I have passed 
upwards of fifty candidates. . . . I have at 
the present time, I believe, about fifteen 
candidates preparing for the CPA exami- 
nations by correspondence in various States. 

No list of these 65 students has 
been found, but from magazine items, 
etc., the names of 27 have been 
learned, of whom two were nonresi- 
dent students. Of the 25 resident 
students, 23 became New York CPAs. 
One of the students, Harry Clark Bent- 
ley, attended only a few sessions but 
later enrolled in the second class at 
the School of Commerce, Accounts 
and Finance of N.Y.U., graduated in 
1903, and became Connecticut CPA 
No. 2 in 1908. Leon Emile Pairau- 
deau, a brother-in-law of Tipson, by 
whom he was employed before and 
after 1897, seems not to have taken 
the examination, though he had be- 
come an Associate of the American 


Association of Public Accountants ip 
1892. And of the 2 nonresident stud- 
ents, one Arthur L. Patrick became 
Ohio CPA No. 63 in 1908, while the 
other, Gustavus Jacobson, who said he 
represented the Tipson course in Chi- 
cago, never became a CPA, though he 
was an Associate of the AAPA in 
1902 and practiced as a public ac- 
countant. 


Of the 27 students, later records 
show that 17 had engaged in public 
practice (10 as partners in firms, 4 
alone, 3 as staff employees) while 3 
were in private employ, 4 were teach- 
ers and 3 were in occupations which 
were not learned. 

But the 22 who became CPAs be- 
fore 1906 were less than half of the 
50 he said he “had passed” at that 
time. And the 2 nonresidents may not 
have been included amongst the 15 
he then had as students by mail. The 
number of his students, although not 
known, was probably many more than 
65. This opinion is supported by the 
statement of one student who wrote: 

His method of teaching was sound; if 
he thought a student could not make the 
grade, he would discontinue tutoring him 
for he believed that he should devote his 
energy only to those who in his judgment 
would become worthwhile - practitioners. 

No later mention of Tipson’s coach- 
ing course was found. Probably he 
did not continue it long after 1906, if 
at all. Apparently also he discontinued 
public practice, because a former stud- 
ent wrote that “a couple of years after 
I obtained my certificate he became a 
member of my staff for a short time.” 
At some time between 1915 and 1920 
the Tipson family moved to Westfield, 
New Jersey. He died there or in New 
York in 1921. 


GEORGE AZRO LOW 


Although George Azro Low was the 
second accountant to offer to prepare 
students for the CPA examinations, 
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very little is known of him. The earli- 
est mention and the only one giving 
his middle name was in the 1902 Col- 
lege Department Report, page 100, 
which showed that he passed the 12th 
examination, June 24-25, 1902, after 
three earlier trials. These earlier ex- 
aminations may have been any of the 
eleven from December 16, 1896 to 
January 28-29, 1902. 

Later items gave his name as George 
A. Low, but the earliest one in Busi- 
NESS (September 1902, p. 410) showed 
that the A stood for Azro. Listings 
in directories and Low’s advertisements 
in BUSINESS to and including 1911 
give some facts about him. 

However, a George A. Low was 
listed in directories of 1891 to 1894, 
which gave 178 West End Avenue as 
his home address but did not state his 
occupation. The 1925 Accountant’s 
Directory and Who’s Who listed 
George A. Low, CPA (N. Y.), at 45 
Broadway, but the only earlier edi- 
tion, that of 1920, did not list him, 
though both editions had been pre- 
pared by the same compiler. Nothing 
has been learned of his birth, general 
education before 1901, or occupation 
after 1911. 


He advertised his practice from 
October 1902 to April 1903, as a 
public accountant and auditor, and as 
a CPA thereafter to February 1907. 
He studied with Tipson and took four 
examinations, becoming Junior Ac- 
countant No. 260 in 1902 and receiv- 
ing a CPA certificate of the same 
number in May 1903, after he had the 
required experience, though he was 
then in practice alone. 

In October 1902, he advertised his 
coaching in Business as follows: 


Students prepared for CPA Examinations, 
George A. Low, Public Accountant and 
Auditor, 130 Nassau Street, New York City. 


He was then a junior accountant, 
probably with less than one year of 
experience, in the employ of a public 
accountant. In the subsequent May 
issue of BusINEss he changed the ad- 
vertisement by substituting Certified 
Public Accountant, his title, and by 
giving his address as 45 Broadway. 
His advertisement as thus changed was 
carried to November 1906. 

Nothing was found regarding the 
number of his students or the names 
of any of them. 


UNIVERSAL BUSINESS INSTITUTE, INC., 
AND THE UNIVERSAL SOCIETY 
OF ACCOUNTANTS 


Universal Business Institute, Inc. dif- 
fered from the earlier coaching courses 
in that it was incorporated. It had 
four instructors from the start, and it 
was planned predominantly as a cor- 
respondence course. But like the others 
it offered instruction in the four sub- 
jects of the CPA examinations. 


Its promoter was Edward Malcolm 
Hyans, who had experience in instruc- 
tion by mail and was a signer of its 
certificate of incorporation which was 
dated March 10, 1904. It was planned 
as a preparation for the CPA examina- 
tions and had as instructors three ac- 
countants and a lawyer, one each for 
the four subjects. It seems that the or- 
ganization was more than an educa- 
tional institution, because it published 
a book on each subject prepared by 
the instructor. 

Sketches of the three accountants 
are here given in tabular form (miss- 
ing data being represented by dashes): 
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Hyans, EDWARD M. 


WoLFF, ARTHUR MOULL, JoHN 





Birth date Nov. 28, 1878 
Birth place New York, N. Y. 
School: 
General Public 
Accounting Int’l Correspondence 
Schools 
Tipson Course 
CPA 294, N.Y., 1905 
276, N.J., 1908 
UBI: 
Officer President and General 
manager 
Teacher Theory of Accounts 
Author Theory, 1905, 4 later 
Early Experience Bookkeeper 
Practice Wolff & Hyans, 1904 
Certified Audit Co., 
1918 
Member: 
Institute of 
Accountants Yes 
NYSS 1906 
AAPA 1906 
American Society Yes 
Died: 
Date - 
Place -- 


Mayer B. Cushner, who had a de- 
gree of LLB and was a member of the 
New York Bar, taught commercial 
law and wrote a book on the sub- 
ject, which was published in 1908. 
Hyans wrote that Cushner died about 
1914. 

The Institute’s advertising indicated 
that a prospectus was issued, probably 
annually, but no copy has been found. 
Its advertisements in BUSINESS, Octo- 
ber to December 1904, the earliest 
found, said: 

Learn by mail to pass successfully to be 
a Certified Public Accountant. Subjects: 
Theory of Accounts, Auditing, Commercial 
Law, Practical Accounting. 


Additional instruction was also of- 
fered, according to the advertisement: 


Learn by mail to pass successfully Re- 
gents and other Examinations, re Algebra, 
Geometry, English Composition, Arithme- 
tic, History, Latin, Business Arithmetic, 
Rhetoric, Physics, Chemistry, Literature, 
Mathematics, etc. 


July 23, 1870 _ 
Vienna, Austria — 


Comm. H. S., Paris ae 
Robt. Lycee, Paris a 
Tipson Course Tipson Course 
299, N.Y., 1905 224, N. Y., 1903 
294, Cal., 1923 


Director Director 
Practical Acct’g Auditing 
Practical, 1905, 3 later 1903 and later 
Banking Arbuckles 


Wolff & Hyans 1904 Alone 
Certified Audit Co., — 


1918 
_ 1872 
1905 1909 
1905 1909 
1926 Yes 
Nov., 1946 Feb., 1938 


Los Angeles Bloomfield, N. J. 





From January 1905, announcements 
mentioned accounting subjects only. 

The earliest suggestion of its meth- 
ods was in its advertisement of No- 
vember 1905: “Our instructors give 
each student special and personal at- 
tention.” This personal attention was 
mentioned through February 1906, the 
date of the last advertisement found. 

The period required for a student to 
complete the course was stated as six 
to ten months. The cost of the in- 
struction was described as moderate, 
and, in December 1905, was permitted 
to be in partial payments. 

The Institute’s organization, instruc- 
tors, scope, and methods having been 
sketched generally, there remains to be 
told the little that is known of its stu- 
dents. No registers or statistics of the 
number are available, and memory is 
hardly to be relied upon. One person 
who was connected with the organi- 
zation wrote in 1943, “perhaps a quar- 
ter of a million studying accounting” 
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and again wrote in 1947, “At one time 
the UBI had over 10,000 students.” 
Even if each student purchased all 
four books and each book sold was 
considered to represent one student, 
that might indicate 2,500 individuals, 
and even this figure may be too high. 
It seems that there is no possible means 
for even approximating the total num- 
ber of students or of those who took 
the course either by mail or in resi- 
dence. 

The only ones identified are 42 who 
signed the Certificate of Incorporation 
of the Universal Society of Account- 
ants, three others who were named in 
that document and one nonresident 
who mentioned the Institute in tell- 


ing of his studies for the CPA exami- 
nation. Universal was incorporated 
January 25, 1909. Its certificate did 
not state who could be members, but 
Edward M. Hyans, who was its first 
secretary, perhaps its only one, wrote 
that membership was limited to pres- 
ent and past students of the Universal 
Business Institute, Inc. 

Of the 46 members of the Society 
whose names are known and who had 
been or then were students of the 
Institute course, 12 were amongst the 
42 signers of the Society’s Certificate 
of Incorporation and some were then 
or later directors of the Society. They 
are here listed with the little known 
about them: 


NAME DIRECTOR CPA LOCATION, 1908 





[ord rt Ra) a eee ere — 
Campbell, TEGWAEG. ..iciss.sccccccessevseseess — 


PGT eEOR CMAN oo oc cictccackstesacesesesos 1908 
BaICONGr, RODGEG Mie ccsccccascccescsesoseces 1912 
Goldsmith, Herman Ell..................... a 
Rolstad,. Charlies Ain. ....:.cicssscssssosecees 1908 


el 1 Pc at St 
Robinson, William J. ..............0000 —_ 
PPC S) 0 SO ee 1908 


Ruark, James Fletchet...................... 7 
SAVE: ECORGCE WD. ..c.cscccsdsscccssecoscssess 1908 





Seal, Arthur Jr. oa 


Others who were directors but not 
incorporators were: 


Beseler, William A. F. .............00..... 1912 
1 CTC ORE, Oe] 3 Cael | ee 1912 
Eosee; Eugene: By. séc..sccssesssscessessenss 1912 
UCT CG aC) 7 en 1908 


Those shown as directors in 1908 
were so named in the Certificate of 
Incorporation. Those shown as direc- 
tors in 1912 signed Membership Cer- 
tificate No. 220, which is not dated 
but was probably issued in 1911, 
1912, or 1913. 


Probably all incorporators and di- 
rectors were resident students. The 
objects of the Society as stated in the 
second paragraph of its certificate 
were: 





— New York 
540, N.Y., 1911 — 
ee Winfield 
= Brooklyn 
470, N.Y., 1910 — 
161, Cal., 1920 — 
— Brooklyn 
New York 


S08, N:Y.,. 199 — 





To obtain recognition of accountancy as 
one of the prime essentials of business. 

To maintain the dignity and standard of 
the profession of accountancy. 

To meet at stated intervals for free dis- 
cussion, solution, lectures, and comments 
upon any points touching upon the sub- 
ject of accountancy... . 

To promote and cultivate good fellow- 
ship among its members, professionally and 
socially. 

To obtain and maintain suitable quar- 
ters for the conduct of its professional busi- 
ness and sociability among its members and 
friends. 


The last three of these objects prob- 
ably were of little interest to non- 
residents and, even as to the first two 
objects, nonresidents could have only 
minor participation in the discussion 
and formal action. 
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The only nonresident student who is 
known as such was Charles Henry 
Towns of Keene, New Hampshire. 
While visiting New York he attended 
one session of the Institute or Society. 
However, he did not go on with the 
course but later, after locating in New 
York, attended New York University’s 
School of Commerce, Accounts and 
Finance, was graduated in 1917, and 
became CPA No. 894 of New York 
in 1920. 

Apparently the Institute ceased its 
operations after the death in 1914 of 
Meyer B. Cushner, who taught the 
subject of commercial law. The corpo- 
ration was dissolved by proclamation 
of the Governor on March 13, 1926. 
Probably the Society became inactive 
soon after the Institute did, because 
thereafter there would be no more 
students and therefore no source of 
membership. 


FRANK BROAKER OR THE 
TECHNIQUE OF ACCOUNTICS, INC. 

In November 1903, BUSINESS 
WORLD carried this item: 


Mr. Frank Broaker, CPA, has announced 
that he is now forming a limited class of 
students for preparation for the CPA ex- 
aminations. Mr. Broaker was one of the 
first examiners in New York State and 
was the senior partner of Broaker & Chap- 
man for many years. He still retains his 
accounting business at 130 Nassau Street, 
New York. 


That seems to have been the first 
mention of the class in any periodical 
and no earlier announcement by other 
method has been found. 

In the January and February 1904 
issues of that periodical, the inside 
front cover carried a full-page adver- 
tisement of the course. From August 
1904 to January 1906, BUSINEss 
Wor LD carried advertisements of The 
Technique of Accountics. And the 
BusINEss MAN’s MAGAZINE and the 


BOOKKEEPER of Detroit printed such 
notices in nearly all issues from May 
1905 to April 1906, sometimes by 
Frank Broaker, sometimes by The 
Technique of Accountics, but all offer- 
ing preparation for CPA examinations, 

On October 3, 1921, the Regents of 
the University of the State, pursuant 
to the Education Law as amended 
in 1921, issued to Frank Broaker a 
license “to conduct, maintain and op- 
erate the Broaker Accountics Corpo- 
ration for the purpose of giving in- 
struction in bookkeeping and account- 
ing in the City of New York, State of 
New York.” 

Although Frank Broaker had as- 
sistants in administration and also in 
teaching, it seems that the policies 
as to scope and method were his alone. 
Therefore, a brief summary of his 
activities to 1904 may be useful as 
showing his qualifications for teaching 
accounting. 

Born in Millersburg, Pa., March 10, 
1863, he attended public school in 
Brooklyn and City College in New 
York for a brief period, and studied 
bookkeeping at the Y.M.C.A. in 
Brooklyn at night while employed dur- 
ing the day as a clerk and bookkeeper 
in an import house. Thereafter, he 
was employed by John Roundey, pub- 
lic accountant, for a few years and 
then practiced alone for about eight 
years and as a partner in Broaker & 
Chapman. 

He became a Fellow of the Ameri- 
can Association of Public Account- 
ants in 1891 and served it as Trustee, 
Secretary, Vice President and Presi- 
dent. 

He was a prime mover in the en- 
actment of the CPA Law of 1896, 
was a member of the first Board of 
Examiners, and prepared the questions 
for two examinations. 

He taught mercantile accounts in 
the AAPA, New York School of Ac- 
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counts, 1893-4; prepared and pub- 
lished the American Accountants Man- 
val in 1897; lectured at Koehler’s 
New York School of Accounts three 
or more times; and a little later, on 
December 29, 1905, addressed the 
National Commercial Teachers Asso- 
ciation at its convention in Chicago. 

The locations of his coaching 
courses were: first in 1904 in the 
Tribune Building, 154 Nassau Street; 
soon thereafter in the Masonic Temple 
on West 23rd and 24th Streets; in 1915 
at 63 Fifth Avenue; in 1933 at Broak- 
er’s early address, 150 Nassau Street; 
and finally at 44 Trinity Place. 

His assistants in administration, so 
far as learned, included Charles A. 
Fox, registrar in 1904 and perhaps 
later, T. Oliver Schmidt, secretary 
(years not learned), who had been a 
student and also was a teacher and 
partner in Broaker’s accounting prac- 
tice; and J. M. Gear, a daughter (Mrs. 
Julia Marie Broaker Gear, now Mrs. 
Charles R. Perkins), who followed as 
secretary and later was vice president 
until 1929. 

Besides the four subjects of the 
CPA examinations, special courses 
were Offered in manufacturing ac- 
counts, inventory control, brokerage 
accounts, and visional control. Ap- 
parently these special courses were 
part of the senior or post graduate 
courses. As to the course in visional 
control, a circular cites the Bohemian, 
Comenius, as a user of “object les- 
sons, pictures, maps, stuffed or live 
animals.” Broaker is said to have 
taken a class of the deaf and dumb 
through bookkeeping and junior ac- 
counting with this method. 

Generally, Broaker’s method, prob- 
ably followed by his assistants, con- 
sisted of talks by the teacher and 
questions to be answered at once by 
the students. Time for arithmetical 
calculations was not taken by the 
teacher or students. He asked students 


to state the operations for a given 
presentation of material and to indi- 
cate by an x where the result should 
be shown on the appropriate state- 
ment. 

Broaker’s assistants in teaching 
seem to have been few before 1923, 
and generally for only short periods 
while he was ill or out of the city. 
The only ones known are C. W. Al- 
lers, of whom nothing has _ been 
learned, and Herman E. Ludewig, who 
wrote that while on Broaker’s staff and 
later he served as an instructor for 
him for about three years, perhaps 
around 1910. 

In 1923, when Broaker expanded 
his courses under the license from the 
Regents, he used Felix A. Wagner, 
Frederick A. Wilton, Otto Hummel 
and Frank Broaker Goree, a grand- 
son, for periods of a few months to 
two years, as teachers for the classes 
in bookkeeping and elementary ac- 
counting. 

Although there are some gaps in 
the story of the Broaker course where 
the available data were not as full as 
desired, the foregoing material is be- 
lieved to be correct and reasonably 
complete. But for showing how many 
students he had during the 12 years 
from 1904 to 1916, the information 
is almost wholly lacking. No record 
was available as to the number of 
students during the whole period or 
even during any year, and the names 
of only 24 were learned and some 
other facts about 20 of them. Letters 
from five students telling of the num- 
ber in‘the classes they attended have 
been used for estimating as follows: 
years 1905 to 1906, one student stated 
maximum attendance as 12; years 
1912 to 1915, four students stated 25, 
30, 35, 50; average 35. 

Assuming that there was a uniform 
yearly increase, the average might be 
24 and the total number in the 12 
years would then be 288. Probably 
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that is too low but nothing has been END OF THE EARLY 
found to warrant a guess of over 400 COACHING COURSE PERIOD 
for 12 yours. The discontinuance around 1914 of 
Of the 24 students whose names the Low and Universal courses might f 
were learned, 11, or 46 percent, be- have increased the attendance at 
came CPAs, one in New Jersey and Broaker’s. But besides Koehler’s T 
ten in New York, and all joined their = New York School of Accounts, which 
state societies. But as the 24 names continued to his death in 1929, there 
were only 6 percent of the possible was the New York University School B 
total of 400 in 12 years, the 46-pet- of Commerce, Accounts, and Finance, 
cent ratio cannot be considered as ap- _— which had been organized in 1900. In 
plying to all students. 1906, only two years after the Broaker 
Six students, of whom three be- course was begun, two schools known 
came CPAs, gave their opinion of as Pace Institute and Pace Private 
the course and of Frank Broaker. School were established in New York 
The three who did not become CPAs and were followed in 1907 by the Ac- 
wrote: “Good opinion”; “Course counting Institute of Brooklyn. And 
very practical”; “One of the finest in 1910, night classes in accounting 
accountants I have known.” Two of — were begun at Columbia University. 
the CPAs said: “Excellent”; “Excel- These four institutions were formally {1 
lent teaching of fundamentals.” The organized and more than offset the we 
other CPA who had been a student closing of the Tipson course in 1906. tio 
in 1905 and 1906 wrote: “An able So it seems that 1915 may be taker i 
accountant and a good lecturer. Had as the end of the period of early ac off 
the faculty of getting his ideas across counting coaching courses. They un sy 
readily and clearly. Course was well questionably rendered a_ worthwhile pi 
laid out.” service to the profession. je 
sai 
thi 
pre 
ACCOUNTANTS’ VISION in 
One of the most vital assets in the accounting profession giv 
is sharp and efficient vision. Yet a surprising number of ac- ler 
countants have a far from adequate prescription, if they wear me 
glasses, and many more need visual correction they are not the 
getting. That was the discovery made on recent occupational in 
vision surveys, including studies of accountants as they worked. thr 
Rapid calculating, quick scanning of lines and columns, the 
accurate focusing on figures, looking at a variety of heights tim 
and distances—all these demand top quality vision. But more cat 
than that, headache, eyestrain, fatigue, errors and sluggish 
work can be the price if your vision doesn’t fit your job. —_ 
Modern know-how in occupational vision, along with new PAI 
types of lenses, can solve most problems of seeing. the 
Vision passable on some jobs won’t do for the account- ace 
ant; there is too much at stake. Early need for visual care the 
is an occupational necessity, not only because of long hours Ney 
of study but because of the exacting nature of the work. beer 
Dr. JAMES R. GreEGG, “Visual Needs of the Accountant,” Tax 
THE CALIFORNIA CPA QUARTERLY, December 1959 Soci 
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An Accountant’s Approach 
To Subchapter S 


By PAUL MESTERN, CPA 


A Subchapter S corporation is not subject to tax but it is not 
the same as a partnership. It is a new tax tool which combines 
some of the features of both corporations and partnerships and 
in the process creates some new problems for tax practitioners 
and their clients. This article traces the steps an accountant 
will take in a typical case when he deals with a Subchapter S 


corporation. 


|r is over a year now since the en- 
actment of Subchapter S,! the “Elec- 
tion of Certain Small Business Corpo- 
rations as to Taxable Status” as it is 
officially known, or, in language that 
is easier to understand, the election of 
corporations to be taxed in a manner 
similar to partnerships. Much has been 
said and written about the theory of 
this new tax concept and about its 
problems and limitations. Regulations 
in final form have recently been issued 
giving the Treasury Department’s in- 
terpretation of what Subchapter S 
means and how it works.” Perhaps 
the time has come to see how it looks 
in its practical application and to go 
through a case history as seen through 
the eyes of an accountant, from the 
time when he first ponders the appli- 
cation of Subchapter S to his clients’ 





PAUL MESTERN, CPA, is a member of 
the firm of Haskins & Sells, certified public 
accountants. Mr. Mestern is a member of 
the American Institute of CPAs and the 
New York State Society of CPAs, and has 
been serving on the Committee on Federal 
Taxation of the Westchester Chapter of the 
Society. 


problems to the time when he puts his 
signature on the tax returns of the 
Subchapter S corporation and _ its 
shareholders. 

As in most tax questions, so in the 
application of Subchapter S, it will 
frequently be difficult to separate the 
accounting and legal problems in- 
volved. Lawyers and accountants will 
find themselves working together in 
many cases in trying to find the best 
answer to a particular client’s “tax- 
able status.” Each will apply the train- 
ing he has had in his own profession, 
and jointly they will try to arrive at 
the most favorable result for their 
clients. 

Being in constant touch with many 
of his clients throughout the year, the 
accountant will frequently be the first 
one to consider the application of Sub- 
chapter S. Of course, there are many 
clients that are obviously ineligible to 
use it and no further thought need be 
given to them. But the fact that con- 
ditions do not appear to invite the 
use of Subchapter S should not nec- 
essarily close the door to a further 


1 Sec. 1371-1377. 
2 Regs. Sec. 1.1371-1.1377. 
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investigation. Conditions can change 
and perhaps after a few changes its 
use will suddenly become attractive. 
On the other hand, a situation which 
at first glance seems to invite the ap- 
plication of Subchapter S may, when 
all angles are explored, reveal so many 
drawbacks and dangers that the proj- 
ect has to be abandoned, at least for 
the time being. Certainly, the account- 
ant who considers ways to help his 
client cannot miss the opportunity to 
look into the possibilities and to dis- 
cuss them with his client if he sees 
any possible advantages. 

In some cases, of course, the sub- 
ject may be brought up by the client 
himself. Perhaps he is starting a new 
business and wants to form either a 
partnership or a corporation. He has 
heard about Subchapter S and wants 
to know whether it can help him. He 
brings the problem to his accountant 
who will analyze it, look at all the 
pros and cons, and help his client to 
come to a decision. 

There are a number of reasons for 
looking into the matter because there 
are several ways in which the election 
under Subchapter S can be helpful. 
At the same time there are disadvan- 
tages which must not be overlooked. 
The approach may vary somewhat, 
depending on whether the client is 
operating as a corporation or whether 
it is presently a partnership or sole 
proprietorship. In a new business the 
choice may lie between a taxpaying 
corporation, a noncorporate business 
form, or a Subchapter S corporation. 


SOME COMMON SITUATIONS 


Eliminating double tax. Let us as- 
sume that we are dealing with an exist- 
ing corporation. A major portion of 
the earnings has been distributed each 


8 Sec. 1372(b). 
4Sec. 1374. 
5Sec. 1375(a). 


year in dividends. Here Subchapter § 
provides a way to eliminate the double 
tax on the corporation and the share- 
holders.* If, on the other hand, the 
earnings can be used to expand the 
corporation’s business and the share- 
holders are in high surtax brackets it 
may be better not to invoke Subchapter 
S but to stop the payment of dividends 
and to have the corporation pay the 
only tax. 

Net operating loss. If the corpora- 
tion expects to have a net operating 
loss the election can be used to enable 
the shareholders to offset the loss 
against their individual incomes,‘ but 
here again it may be more advan- 
tageous to let the corporation use the 
loss as a carryback or carryover against 
past or future profits. 


Non-recurring capital gain. A num- 
ber of special situations should be in- 
vestigated carefully. If the corporation 
expects to have a large non-recurring 
long-term capital gain, Subchapter § 
can be particularly helpful because it 
makes it possible to distribute the 
gains to the shareholders at a single 
capital gains tax.5 Without the use of 
the election, unless the corporation is 
liquidated, the gain would have to 
remain in the corporation if double 
tax is to be avoided, since its distribu- 
tion would be taxed to the shareholders 
as an ordinary dividend on top of the 
corporate capital gains tax. 


Avoiding accumulated earnings tax 
and personal holding company tax. A 
corporation threatened with the ac- 
cumulated earnings tax can avoid such 
tax by using Subchapter S. Similarly, 
personal holding company tax can be 
avoided in those rare cases where a 
personal holding company is eligible 
to use Subchapter S. A word of cau- 
tion is needed here, however, because 
if such company in reliance on Sub- 
chapter S omits the payment of divi- 
dends but unexpectedly becomes dis- 
qualified under Subchapter S, it could 
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incur a substantial liability for personal 
holding company tax. 

Incorporation of business. If at 
present the client is a partnership or 
sole proprietorship, there may be sev- 
eal good reasons for incorporating 
the business and then electing to come 
under Subchapter S. Perhaps the main 
reason for using the partnership form 
has been the problem of the double 
tax and it is more desirable from the 
business standpoint to form a corpora- 
tion and limit the liability of the owners 
of the enterprise. Subchapter S may 
provide the answer here. 

Fringe benefits. One of the most 
important advantages of Subchapter S 
is that a stockholder-employee can 
participate in many fringe benefits 
which are denied to partners, such as 
pension and profit-sharing plans, sick- 
pay exclusion, death benefits and group 
insurance. An attempt was made last 
year in Congress to take away these 
benefits from principal shareholders of 
a Subchapter S corporation but this 
proposed amendment was left out of 
the final version of the amending act. 
It is possible, however, that this pro- 
posal will be revived in the new ses- 
sion of Congress. 

Fiscal year. Another benefit of a 
Subchapter S corporation which was 
proposed to be eliminated but which 
finally was continued concerns the free 
choice of a fiscal year. A partnership 
is quite restricted in the choice of a 
fiscal year which usually cannot be 
different from that of the principal 
partners. A Subchapter S corporation, 
although continuing the business of a 
partnership, is able to use its natural 
business year. If this is different from 
the taxable year of the shareholders 
the tax can be deferred by as much as 
eleven months. 

Accounting methods. Similarly, a 
Subchapter S corporation succeeding 
a partnership is not bound by the ac- 
counting methods used by the partner- 


ship. If a change in such methods is 
desirable it may be easier to accomp- 
lish this by forming a corporation than 
by asking for permission from the 
Treasury Department. 


Social security benefits. A sole pro- 
prietor or partner over 65 years of age 
frequently cannot collect social security 
benefits because of his self-employ- 
ment income. If the business is incor- 
porated and the election is made under 
Subchapter S and if the individual 
draws no salary from the corporation, 
he can not only save the self-employ- 
ment tax but also become eligible for 
social security benefits. 


CHECKING ELIGIBILITY AS 
SMALL BUSINESS CORPORATION 


Let us look now at a concrete ex- 
ample and assume that we are the ac- 
countants of a client called X Corpo- 
ration. Our client is in the business of 
selling furniture and has been report- 
ing its income for tax purposes on the 
installment basis. It has been filing its 
income tax returns on the calendar- 
year basis and is considering the use 
of Subchapter S for the year 1960. 
This means that the election must be 
made not later than January 31, 1960. 


We find that X Corporation has 12 
common stockholders, consisting of 
3 men, A, B and C, their wives, AW, 
BW and CW, and 6 trusts established 
for the benefit of the 6 minor children 
of the 3 couples. Each of the couples 
owns 60 shares as joint tenants and 
each of the 6 trusts owns 20 shares of 
a par value of $100 each for a total of 
300 shares with a par value of 
$30,000. X Corporation also has 
1,200 shares of preferred stock out- 
standing with a total par value of 
$120,000, which is held by Y Cor- 
poration, a holding company whose 
stock is owned in the same propor- 
tions by the same stockholders that 
own the X Corporation common stock. 
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In checking the eligibility of X Cor- 
poration to come under Subchapter S 
we find that two of the five conditions® 
are met without question. None of the 
shareholders is a nonresident alien 
and the corporation is not a member 
of an affiliated group. One other con- 
dition that could have caused trouble 
is the fact that we have 13 stock- 
holders. However, a recent amend- 
ment of the law effective in 1960 per- 
mits husband and wife owning stock 
as joint tenants to be counted as one, 
which reduces the number of share- 
holders to the permitted ten.‘ 


We still have two stumbling blocks 
that prevent an election: first, the 
stockholders include trusts and a cor- 
poration, and second, the X Corpo- 
ration has two classes of stock out- 
standing. Trusts are not permitted as 
shareholders of a Subchapter S corpo- 
ration, and this includes pension and 
profit-sharing trusts, common. trust 
funds, trusts with income taxable to 
the grantor and voting trusts as well 
as the conventional type of family 
trust. In discussing this problem with 
the client we find that the trustees of 
the trusts have the power and are 
willing to distribute the trust properties 
to the beneficiaries. It is tentatively 
decided that after this is done, as a 
next step Corporation Y will be li- 
quidated and will distribute the 1,200 
shares of preferred stock to its stock- 
holders. These stockholders will then 
contribute the preferred stock to X 
Corporation for cancellation or to be 
held as treasury stock. 


If it should be impossible to take 
all of these steps by December 31, 
1959, they can be completed in Jan- 
uary 1960 before the election is made. 
In that case, Corporation Y and the 


6 Sec. 1371(a). 

7 Sec. 1371(c). 

8 Regs. Sec. 1.1371-1(e). 

® Regs. Sec. 1.1372-1(b) (2). 
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trusts would be subject to the pro- 
visions of Subchapter S even though 
no consents need to be filed on their 
behalf.® 

The capitalization of X Corporation 
would then consist of 300 shares of 
common stock with a par value of 
$30,000 owned by 9 shareholders, and 
paid-in surplus of $120,000. The cor- 
poration would be in a position to 
make the Subchapter S election, but 
final decision on this is to be deferred 
until the advantages and disadvantages 
have been properly weighed. 


WEIGHING ADVANTAGES 
AND DISADVANTAGES 


To make an intelligent decision 
about the election, three steps are nec- 
essary. First, all pertinent facts and 
figures for past and current years must 
be assembled. Next, a forecast should 
be made for the year for which the 
election is to become effective. Finally, 
tax computations should be made to 
show the probable effect of the elec- 
tion on the over-all tax picture of the 
corporation and its shareholders. 

X Corporation began business on 
January 1, 1957 and for the first three 
years of its existence showed losses 
on the installment basis of $50,000, 
$30,000 and $10,000. It has paid an- 
nual salaries of $10,000 each to A, 
B and C. At December 31, 1959 it 
has accounts receivable of $300,000 
and its unrealized gross profit from 
installment sales, reportable for tax 
purposes when the accounts receivable 
are collected, is $200,000. X Corpo- 
ration has not paid any dividends dur- 
ing these years. 

A, B and C have been filing joint 
returns with their wives. The 6 chil- 
dren have had no income. During the 
last few years their annual income and 
tax have been approximately as fol- 
lows: 
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AandAW BandBW Cand CW 
Salary from 
X Corpo- 
ration $10,000 $10,000 $10,000 
Other 
income .... 10,000 5,000 — 
Total .. $20,000 $15,000 $10,000 
Deductions 
and ex- 
emptions.. 4,000 4,000 4,000 
Taxable in- 
come ...... $16,000 $11,000 $ 6,000 
| ee $ 3,920 $ 2,460 $ 1,240 








Since the election has to be made 
during the first month of the corpora- 
tion’s year for which it is to be effec- 
tive or during the last month of the 
preceding year,!® it is necessary to 
make a careful forecast of the ex- 
pected results for the coming year. 
For a company reporting on ihe in- 
stallment basis it is not unusual to find 
losses during the early years of its 
existence. However, the record of 
diminishing losses during the first 
three years makes it appear quite likely 
that as collections from sales continue 
to come in, X Corporation will do 
better than break even, and will prob- 
ably show a profit of about $12,000 
for 1960. 


In addition to the assets used in its 
business, X Corporation owns real 
estate with a depreciated cost of 
$40,000 which it expects to sell dur- 
ing the current year for $100,000, 
resulting in a long-term capital gain 
of $60,000. The results of the opera- 
tions of the business do not yet justify 
the payment of a dividend, but when 
the real estate is sold the shareholders 
desire to make a distribution in the 
amount of the gain of $60,000. 

The outlook for the shareholders’ 
income for 1960 is about the same as 
for the preceding years, except for 
the distribution from X Corporation 
and except that A expects to realize a 
capital loss of $4,000. 

If no election is made under Sub- 
chapter S, X Corporation will show 
the following results on its tax return: 





OFAINEEY: INCOMES se cssscccestesisseccsneers $12,000 
Long-term capital gain ................ 60,000 
WORM oes xcsisecseckcssseee eee $72,000 
Net operating loss carryover from 
BEIGE VORES: sicisccsccsccdccssssavecccocetseate 90,000 
Net operating loss carryover to 
subsequent yea;&s ...........ccccccssecees $18,000 


Without the election the tax returns 
of the shareholders will show this pic- 
ture: 
























A and AW B and BW C and CW 6 Children 
Salary from X Corporation. ............0++ $10,000 $10,000 $10,000 $ — 
Dividend from X Corporation 12,000 12,000 12,000 24,000 
MORIN ENR os 2sc2csccpccaescccusiussescanseseicesstades (1,000) — — — 
10,000 5,000 = pe 
BM oh rpm crease Dias, Neo es $31,000 $27,000 $22,000 $24,000 
Deductions and exemptions ................+. 4,000 4,000 4,000 6,000 
ARAONE TR COMIC? ©: 5c cocscuissicisscckavsaciéerseccasces $27,000 $23,000 $18,000 $18,000 
eee eee a $8,090 $6,420 $4600 $ 3,720 











Shareholder A has a capital loss 
carryover to 1961 and subsequent years 
of $3,000, representing the loss of 
$4,000 less $1,000 allowable as a 


Sec. 1372(c)(1). 
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deduction against ordinary income in 
1960. 


If the election is made, the 1960 
returns of the shareholders will show 
the following computations: 
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A and AW B and BW Cand CW 6 Children a 
Salary from X Corporation .................. $10,000 $10,000 $10,000 — inc 
Ordinary income of X Corporation ...... 2,400 2,400 2,400 4,800 the 
50% of net long-term capital gain: : 
Dee RSORIO LATION 5005 cc: secesexsececorsecsceosee 6,000 6,000 6,000 12,000 not 
Other (JOSS) .........cscssssersssssesssseersoes (2,000) — — ae an 
PUREE OIG Sccscccessswevdscccarssovaconsessovoactens 10,000 5,000 oon a tres 
SD isnscsicinisneciinsndsealinondienente $26,400 $23,400 $18,400 $16,800 ob. 
Deductions and exemptions ................. 4,000 4,000 4,000 5,280 ( 
TURN TRCOME orsscsiniccssevsesscsnsssesessanssnsiee $22,400 $19,400 $14,400 $11,520 put 
PESAM cea vausvabesesssesesuseunbesexessnsganivenaesanssicep $ 6,192 $ 5,076 $ 3,440 $ 2,304 - 
enone ae ee a ste 
The total tax is therefore: carryover, since his loss is applied a 
” against his share of the capital gain of | stE 
seenes = saving X Corporation. On the other hand, ; 
election election election ~—sthe:: election preserves in full the net a 
A and AW .... $ 8,090 $ 6,192 $1,898 Operating loss carryover of X Corpo. | i. 
B and BW .... 6,420 5,076 1,344 ration which can be used if the elec- bes 
Cand CW... 4,600 3,440 1,160 tion should be terminated in subse- . 
6 Children ... 3,720 2,304 ~—'1,416 ~~ quent years. In computing the years y 
Total ...... $22,830 $17,012 $5,818 to which the loss may be carried un- | | 
=o der the five-year carryover rule, the i 
year of election is counted as a year 7 
With the election Shareholder A of no income or loss,’ with the fol- to t 
will no longer have a capital loss lowing result: The 
Net Operating Loss Carryover and 
Increase shal 
resulting own 
Without With from : 
Loss year ending Expiration date election election election whi 
December 31, 1957 December 31, 1962 ............. $ — $50,000 $50,000 no 
December 31, 1958 December 31, 1963 ............ 8,000 30,000 22,000 and 
December 31, 1959 December 31, 1964 ............. 10,000 10,000 -- state 
AN ssnitinanhcnoniiien $18,000 $90,000 $72,000 | “til 
thei 
anetes mus 
It must be kept in mind that if the It is interesting to note here that as | Stoc 
election is terminated in order to take _—_a result of the election a portion of the \ 
advantage of these carryovers, no new unrealized gross profit at December elec 
election may be made for a period of 31, 1959 of $200,000 resulting from | 4 SI 
five years without the consent of the installment sales of X Corporation | lists 
Treasury Department.!? It is unlikely — will be taxed not to the corporation shar 
that such consent can be obtained if | but to its shareholders. Ordinarily 
the only reason for the termination such a transfer of the tax liability from a 
was the intended use of the carryovers. One entity to another one is pit- 15 
vented because with certain specified 16 
Rens ssi siebiicais exceptions the unrealized profit be- ~ 
12 Sec. 1372(f). ; comes realized upon a disposition of 18 
13 Sec. 453(d). the installment obligations.1* Here, 
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however, the accounts receivable re- 
main in the corporation and only the 
incidence of the tax is transferred to 
the shareholders. There seems to be 
nothing in the law that would require 
an election under Subchapter S to be 
treated as a disposition of installment 
obligations. 

On the basis of the foregoing com- 
putations it is concluded that the prob- 
able advantages of making the election 
outweigh the disadvantages and that 
steps should be taken to make the 
election effective. 


STEPS TO MAKE ELECTION EFFECTIVE 


The first steps to be taken have 
already been outlined. The shares 
held in trusts are transferred to the 
beneficiaries, Y Corporation is li- 
quidated, and the preferred stock of 
X Corporation is transferred to that 
corporation to be cancelled or held as 
treasury stock. 

The next step is to obtain consents 
to the election from all shareholders. 
The consent must set forth the name 
and address of the corporation and the 
shareholder, the number of shares 
owned by him, and the date or dates on 
which they were acquired. There is 
no special form for these consents 
and they may be incorporated in one 
statement. The consents of the minor 
children may be signed by them or by 
their guardians. Husbands and wives 
must both sign the consents for the 
stock owned in joint names.'* 

We are now ready to make the 
election by filing Form 2553. This is 
a simple one-page form which again 
lists the name and address of each 
shareholder and the number of shares 


14 Regs. Sec. 1.372-3(a). 

15 Regs. Sec. 1.1372-3(b). 

16Sec. 1504(b)(8), apedes had Public 
Law 86-376, Sept. - 19 

1y See 1372(e) (4) and GS 8 
18 Regs. Sec. 1.1372-4(b)(5) (ii) (b), ex- 
ample 3. 


owned by him, as well as certain other 
information. The form, with the 
shareholders’ consents attached, must 
be filed by X Corporation not later 
than January 31, 1960 with the Dis- 
trict Director of Internal Revenue. 

If the election is filed timely but 
unintentionally the consents did not 
conform with the recently issued regu- 
lations, new valid consents may be filed 
by all shareholders not later than 
March 1, 1960. 

After the election is filed it is im- 
portant to watch out during the year 
that nothing happens to cause an un- 
expected termination of the election. 
If any person becomes a shareholder 
after the election is filed, a consent 
must be obtained from him and filed 
within 30 days from the day he be- 
comes a shareholder.!® 

Of course, it is necessary to see that 
the corporation maintains its status as 
a small business corporation by com- 
plying with the rules relating to number 
and kind of shareholders and permit- 
ting only one class of stock. A recent 
amendment in the law makes it clear 
that an electing corporation may not 
acquire a controlling interest in an- 
other corporation.1® Such acquisition 
would create an affiliated group for 
consolidated return purposes and would 
terminate the election. 

It is also necessary for the corpora- 
tion to comply with the limitations on 
foreign income and personal holding 
company income.!? X Corporation has 
no foreign income and its only personal 
holding company income consists of 
rent on its real estate which is less 
than the permitted 20 percent of gross 
receipts. Because the return is filed on 
the installment basis, gross receipts 
means installment payments actually 
received during the year.'® 


UNDISTRIBUTED TAXABLE INCOME 


We now step into the future and 
find that the year 1960 has ended and 
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we are ready to close the books of 
the X Corporation. During the year 
we have kept an eye on the trend of 
earnings and on any unforeseen hap- 
penings that might have changed the 
picture and perhaps made a termina- 
tion of the election desirable. How- 
ever, we have found nothing un- 
expected except that we were some- 
what conservative in our estimate and 
the net operating income has turned 
out to be $15,000 rather than $12,000 
as forecast. The expected capital gain 
of $60,000 has actually been realized 
and distributions of $72,000 have been 
made to the shareholders during the 
year. 

As a result, X Corporation had 
taxable income of $75,000. This does 
not take into account the net operating 
loss carryover of $90,000, since no 
deduction therefor is allowable in a 
year for which the election is in effect. 
Further, any dividends received de- 
duction or similar special corporate 
deductions are disallowed.!® Thus, 
where a large portion of the income 
consists of dividends, an ordinary cor- 
poration may have a net operating loss, 
whereas there may be distributable 
income under Subchapter S. 

Undistributed taxable income for the 
year amounted to $3,000, representing 
the taxable income of $75,000 less 
$72,000 distributed to shareholders. 
The reason for distributing almost the 
entire amount of taxable income and 
not just the amount of $60,000 origi- 
nally intended was to avoid the freez- 
ing of any large amount of previously 
taxed income in case the election is 
terminated in the following year. If, 
for instance, the election is terminated 
in 1961 to make use of the net operat- 
ing loss carryover, the undistributed 
balance of previously taxed income of 


19 Sec. 1373(d). 

20 Regs. Sec. 1.1375-4(a). 
21 Sec. 1377. 

22 Regs. Sec. 1.1373-1(d). 
23 Regs. Sec. 1.1373-1(e). 


$3,000 cannot be distributed tax free 
in 1961 unless the entire amount of 
earnings of that year without reduction 
for the loss carryover is distributed 
first.2° This in effect freezes the $3,000 
balance, and the only reason it was not 
distributed in 1960 was the fact that 
the income for that year could not be 
determined definitely until after the 
close of the year. 


EARNINGS AND PROFITS 

Earnings and profits of a Subchap- 
ter S corporation are computed in the 
same manner as for corporations gen- 
erally with the exception that current 
earnings are not reduced by amounts 
not allowable as deductions such as 
net capital losses, and undistributed 
taxable income is not considered part 
of accumulated earnings and profits.”! 
The earnings and profits of X Corpo- 
ration for 1960 available for dividends 
are $75,000. The accumulated deficit 
in earnings and profits of $90,000 at 
the beginning of the year remains un- 
changed at the end of the year, since 
the earnings for the year of $75,000 
are Offset by distributions of $72,000 
and undistribuied taxable income of 
$3,000. 


TAXABILITY OF SHAREHOLDERS 


In determining the amounts taxable 
to shareholders, earnings and profits 
of the taxabie year are first allocated 
to actual distributions of money.” Any 
excess of earnings is then allocated 
ratably to constructive distribution of 
undistributed taxable income and to 
actual distributions of property other 
than money that are not in exchange 
for stock. Any remaining earnings are 
then allocated to distributions in ex- 
change for stock of the corporation.” 
Since X Corporation made no distri- 
butions of property other than money 
and no distributions in exchange for 
stock we only have two items, dis- 
tributions of money and undistributed 
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taxable income. These, however, must 
be further broken down between ordi- 
nary income and long-term capital 
gain.2* A proposed amendment to 
the law that would have seriously cur- 
tailed the passing on of long-term cap- 
ital gains to shareholders was shelved 
by Congress and the favorable capital- 
gain treatment is therefore still avail- 
able to the shareholders. This treat- 
ment does not apply to short-term 
capital gains which are not segregated 
from ordinary income. Capital losses 
of a Subchapter S Corporation are 
treated the same way as for any other 
corporation. They are not passed on 
to the shareholders but are allowable 
only to the corporation to the extent 
of its capital gains for the current 
year and the next five years. 

The amounts taxabie to sharehold- 
ers are as follows: 


Long- 

term 

Ordinary capital 

Total income gain 
Actual distri- 

butions of : 

money ...... $72,000 $14,400 $57,600 
Undistributed 
taxable in- 

come ........ 3,000 600 2,400 





Total .... $75,000 $15,000 $60,000 








The actual distributions are taxable 
to the sharenolders who received them 
during the year. The undistributed 
taxable income is taxable to the share- 
holders who own the stock at the end 
of the year.2> X Corporation had no 
change of stockholders between the 
time of the actual distributions and the 
end of the year and both kinds of 
income are therefore taxable to all 
shareholders in the same proportion. 





*4Sec. 1375(a). 

25 Sec. 1373(b). 

26 Sec. 1376(a). 

7 Regs. Sec. 1375-4(e). 
28 Regs. Sec. 1375-4(f). 
29 Sec. 1374? 

30 Sec. 1374(b). 

31 Sec. 1374(c)(1). 
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The undistributed taxable income of 
$3,000 amounts to $10 a share on 
the 300 shares of stock outstanding. 
Each shareholder who includes his 
portion in his taxable income may in- 
crease the basis of the stock by $10 
per share.2° The right to receive this 
income tax free if and when it can 
be distributed cannot be transferred 
by the shareholder even if he trans- 
fers his stock, regardless of whether 
such transfer is by sale, gift or be- 
quest.?" A record of each shareholder’s 
share of undistributed taxable income 
must be kept by him as well as by the 
corporation.8 


NET OPERATING LOSS 


We leave the X Corporation for a 
moment to see what happens to an 
electing corporation that has a net 
operating loss for the year of election. 
The loss is computed without the allow- 
ance of special corporate deductions 
such as the dividends-received deduc- 
tion. The loss is deducted by the share- 
holders who at any time during the 
taxable year owned any stock and is 
allocated among them on the basis of 
the number of shares held and the 
number of days during which they 
were held.*® The deduction is allowed 
in the shareholder’s taxable year in 
which or with which the taxable year 
of the corporation ends or, by a recent 
amendment in the law, in the final year 
of a shareholder who dies before the 
end of the corporation’s taxable year.*° 
The law was amended because other- 
wise neither the deceased shareholder 
nor anybody else could deduct his share 
of the loss. The only difficulty now is 
that the amended sentence refers to 
another subsection dealing with the 
determination of the  shareholder’s 
portion which still refers to his taxable 
year in which or with which the taxable 
year of the corporation ends.*! It re- 
mains to be seen therefore whether the 
amendment really accomplished its 
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purpose or whether another clarifying 
amendment will be required to take 
care of the problem of the deceased 
shareholder. The regulations throw no 
light on this dilemma since they men- 
tion the allowance of the loss in the 
deceased shareholder’s last taxable year 
but make no reference to the apparent 
inconsistency in the law.*” 

The deduction for the loss is limited 
to the shareholder’s basis of the stock 
and of the indebtedness of the corpora- 
tion to him.** The loss is treated as 
an operating loss which may be carried 
over or back except that no carryback 
is permitted to pre-1958_ taxable 
years.** The loss must be used first to 
reduce the basis of the stock and, if 
greater than such basis, the basis of 
indebtedness is reduced.*° 


FILING RETURNS 


We come back now to the X Cor- 
poration which will file its return for 


the year 1960 on Form 1120-S:8 
This form combines some of the fea- 
tures of corporation Form 1120 and 
partnership Form 1065. Of particular 
interest is Schedule K—shareholder’s 
share of income—which contains the 
following information: 

Computation of Corporation’s 

Undistributed Taxable Income 
Taxable incOmMe ............scccscessses $75,000 


Less money distributed as divi- 
dends out of earnings and 


_ 


nN 


profits of the taxable year ...... 72,000 
3. Corporation’s undistributed tax- 
UO CUTIE 6, coscacsscncseessesesss<scssx $ 3,000 





Schedule of Distribution and Income 
2. Stock Ownership 








1. Name and 





address of each Number _ Period Held_ 
shareholder of Shares From To 

(a) A and AW.. 60 1/1 12/31 
(b) B and BW.. 60 1/1 12/31 
(c) C and CW.. 60 1/1 12/31 


(d) 6 children .. 120 1/1 12/31 





Continuation of Schedule of Distribution and Income 


6. Share of un- 
distributed tax- 




















able income 7. Shareof 9. Amount 

3. Percentage of iain . or net long-term taxable as 
time devoted 4. Com- 5._Dividends operating capital ordinary 

to business pensation Dates Amounts loss gain income 
OS ae $10,000 12/22 $14,400 $ 600 $12,000 $ 3,000 
(| rer 10,000 2722 14,400 600 12,000 3,000 
OIG"... | errno 10,000 2/22 14,400 600 12,000 3,000 
fa) DIONE ..060i60000 — 12/22 28,800 1,200 24,000 6,000 
fpr) eres $30,000 $72,000 $3,000 $60,000 $15,000 

















For the sake of simplicity the six 
children have been combined on one 
line although in the actual return they 
would be shown separately. It will be 
noted that the sum of columns 5 and 
6 equals the sum of columns 7 and 9. 
Column 8 (Dividends entitled to ex- 
clusions and credit) and Column 10 
(Nondividend distributions) have been 


32 Regs. Sec. 1374-1(b)(2). 
33 Sec. 1374(c)(2). 

34 Sec. 1374(d). 

35 Sec. 1376(b). 

36 Regs. Sec. 1.6037-1. 


omitted as no such payments were 
made by X Corporation. 

Schedule L (Balance sheets) of 
Form 1120-S is similar to the cor- 
responding schedule in Form 1120. A 
separate line is provided for share- 
holders’ undistributed taxable income 
which will shew no balance at the 
beginning of the year and $3,000 at 
the end of the year. 

Schedule M of Form¢1120-S is a 
reconciliation of taxable income. For 
X Corporation it simply starts with 


198 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT MARCH 1960 





in 


sh 
aft 
att 


ret 
ule 
ref 


Th 
fro 


gai 
col 


36 income from books of $75,000 and umn 8 would be included in Schedule 
2a- ends with taxable income of $75,000, A as qualifying dividends. Ordinary 
nd since there are no reconciling items income from column 9 is entered in 
lar to report. Schedule H, Form 1040, under “other 
r’s Copies of consents of any new _ income.” 
he shareholders who acquire their stock 

after the election was filed must be CONCLUSION 

attached to Form 1120-S.°* We have now completed our jour- 

The shareholders include in their ney which has taken us through much 

00 returns the amounts shown in Sched- _ of the territory that must be covered 

ule K of Form 1120-S. A, B, and C by an electing corporation and _ its 
00 report the compensation from column _ shareholders. Subchapter S has added 
~ 4 on line 5, page 1 of Form 1040. to the many elections and options that 

The share of long-term capital gain the law provides for taxpayers in the 
- from column 7 is shown in Schedule computation of their income taxes. A 

D, Form 1040, as a long-term capital wise and informed use of this new 
L gain from an “electing small business tool can be of great benefit. At the 
a corporation.” Any dividends in col- same time we must be aware of its 
fo res limitations and not expect that it will 
4 37 Regs. Sec. 1.1372-3(b). solve all our problems. 





SCIENTIFIC MANAGEMENT AND THE CPA 


It seems urgent to me, therefore, that we must realize 
the new developments in scientific management might have 
an impact that could change our practice overnight. If we 
fail to recognize our responsibilities in this new area of scien- 
| tific management, one result could be that financial accounting 
in the stewardship sense would become an information system 
unto itself and present reporting standards would become 
incompatible with the new and broader approach to manage- 
ment’s decision-making. We would then become isolated on 
our own little island with only narrow specialized usefulness. 
We must make our full contribution to the new man- 
e agement approach and find ways and means to combine the 
stewardship and the decision-making requirements of manage- 
ment into a single information system. Otherwise, accountants 
in local offices may well lose much of their usefulness to 
small business. 
\ This is our problem, our responsibility, our challenge and 
F our opportunity. 


A ROBERT E. WITSCHEY, “CPA Services to 
' Small Business,” THE CERTIFICATE (District of 

Columbia Institute of CPAs), Winter 1959 
1 
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New York State Tax Forum 


Guest Editor—WILLIAM H. SHRON, CPA 


PROPOSED NEW INCOME TAX LAW 
FOR NEW YORK STATE 


In the November 1959 elections, 
the voters of New York, in a referen- 
dum vote, adopted a proposal to con- 
form New York State’s personal in- 
come tax law to the federal income 
tax law. This has now been put into 
legislative form by the introduction of 
the Wise-Calli bill into the State As- 
sembly (Assembly No. 1924, January 
14, 1960). 


The stated purpose of the proposed 
legislation is to “amend the tax law, 
in relation to imposing a tax on per- 
sonal incomes as such incomes are de- 
fined for federal income tax pur- 
poses. . .” The proposed new tax law, 
which is to be called Article 22, will 
become effective beginning with the 
year 1960 for calendar-year taxpayers, 
and for fiscal-year taxpayers it will be 
effective for years ending in 1961; 
there is no provision for proration. 
Article 22 will replace Article 16, 
which is the present New York State 
personal income tax law. In general, 
the persons subject to tax are the same 
as at present. 





WILLIAM H. SHRON, CPA, is chairman 
of our Society’s Committee on Taxation, 
Nassau-Suffolk Chapter, and a member of 
the Committee on New York State Taxa- 
tion. Mr. Shron is a partner in the firm 
of Marks, Grey and Shron, certified public 
accountants, 


RATE OF TAX 


The tax rate, ranging from 2 percent 
to 10 percent, is the same as at pres- 
ent. Also retained in the tax rate struc- 
ture is the $10 credit for single persons 
and $25 for married couples. There 
is no provision for the dividend credit 
contained in the federal law. However, 
taxpayers will get the $50 dividend ex- 
clusion. 


OPTIONAL TAX COMPUTATION 


Under the provisions of Section 603 
of the act, “optional computation of 
tax for certain resident individuals,” a 
large number of taxpayers will be able 
to compute their state tax merely by 
referring to their federal tax in tables 
to be prepared by the Tax Commis- 
sion. This probably means that only 
some sort of simplified tax form will 
be required of those individuals. This 
group will be limited, however, to 
those taxpayers claiming the optional 
standard deduction and meeting cer- 
tain other conditions. 

Husbands and wives who file a joint 
federal return may not elect this op- 
tional tax computation if they wish to 
have their New York State tax deter- 
mined separately. Also, if a husband 
and wife file separate federal returns, 
both must elect the optional tax com- 
putation if either wishes to do so. 


ACCOUNTING PERIODS AND METHODS 


Taxpayers will be required to have 
the same accounting period and ac- 
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counting method as they have for fed- 
eral tax purposes. If either is changed 
by a federal audit, it will also be 
changed for New York State purposes. 


NEW YORK TAXABLE INCOME 
OF A RESIDENT INDIVIDUAL 


Perhaps the most significant section 
of the bill is Section 612 which defines 
New York adjusted gross income. Ex- 
cept for certain plus and minus modi- 
fications (discussed below) which do 
not significantly affect the impact of 
the definition, the New York adjusted 
gross income of a resident individual 
will be the same as his federal adjusted 
gross income. The bill does not spe- 
cifically refer to the present differences 
but some of the areas where New York 
now differs from the federal which 
will in the future be the same are the 
following: 


IMPORTANT AREAS TO BE CONFORMED 


IRC Section 333 (one-month liqui- 
dation) limits the amount of gain that 
will be recognized on certain liquida- 
tions to the amount of the earnings 
and profits or cash and _ securities, 
whichever is higher. Gains from ap- 
preciation of property (like real estate ) 
are deferred. At present, New York 
requires that the entire amount of the 
gain on liquidation, including the un- 
realized appreciation, be included in 
the measure of the tax. Very often in 
federal tax planning, this difference is 
overlooked and the taxpayer finds him- 
self with a tax where he thought that 
there was no tax. Since the deferred 
gain will not be in the federal adjusted 
gross income, neither will it be in the 
New York adjusted gross income. 

What about federal Subchapter § 
(IRC Sections 1371 to 1377)? Indi- 
viduals who for federal income tax 
purposes are taxable on undistributed 
taxable income of Subchapter S corpo- 
rations will also be taxable on such 


The 


Aceountants 


& Auditors 
Agency 


a professional 
employment service 
for accountants— 


by accountants— 


directed by a C. P. A 


The 


Accountants 
& Auditors 
Agency 


exclusively for 
public accountants 
private accountants 


office managers & 
bookkeepers 


The 


Accountants 
& Auditors 
Agency 


15 east 40th street 


new york 16, n. y. 
murray hill 3-0290 
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RETIREMENT 
PLAN FOR 
SALESMEN 


Many firms are under pressure for 
a future security program for its sales 
force. While acknowledging the need 
for a plan, they are hard put to find 
one which offers adequate benefits at 
low cost, and without the commitment 
required in a Treasury-approved plan. 


As a specialist in this field, I have 
developed a concept of employee 
benefit program designed for just this 
situation. It is in successful operation 
with both large and small companies 
from coast to coast. These are some 
of its features: 


Treasury approval is not required. 


Eligibility may be confined to 
hand-picked employees. 


* The company may discontinue the 
plan at any time without penalty. 


* Company cost is a tax deductible 
business expense. 
* Jts unusual contributory feature 


cuts company cost way down. 


For full particulars, write or phone 


LAWRENCE GOULD 


25 West 45th Street, New York 36 
CIrcle 6-5303 


Employee Benefit Plans 
Executive Pay Plans 
Business Life Insurance 


MUTUAL BENEFIT 


The FE Insurance Company 
for TRUE SECURITY 











if 
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income for New York State purposes, 
If the income from a Subchapter § 
corporation is in whole or part long- 
term capital gain for federal purposes, 
it will also be so for state purposes. 

Article 22 does not eliminate the 
New York State franchise tax (or the 
unincorporated business tax). Article 
22 only deals with the tax on personal 
incomes. Therefore, regardless of how 
the individual is taxed, the franchise 
tax will still be incurred even though 
the corporation is a Subchapter S cor- 
poration for federal tax purposes. 

IRC Section 341 (collapsible cor- 
porations) will in effect also become a 
part of the New York law. Income 
which would otherwise be a long-term 
capital gain but becomes ordinary in- 
come under Section 341 will also be 
ordinary income for New York State 
tax purposes. 

At this point it might be explained 
that the separate taxation of capital 
gains which is in the present New 





‘ 1959 STATE Sit 


(Due April 15th) 


Must now be filed at one of 
these district offices of the 
New York State Department 
of Taxation & Finance: 


80 Centre St., New York 13, N. Y. 

320 Schermerhorn St., Brooklyn 17 | 

160-08 Jamaica Ave., Jamaica 32 

140 Old Country Rd., Mineola 

14 Mamaroneck Ave., White Plains 

State Office Bldg., Albany | 

184-186 Court St., Binghamton 

State Office Bldg., Niagara Sq., 
Buffalo 2 

55 Broad St., Rochester |4 

333 E. Washington St., Syracuse 2 

1500 Genesee St., Utica 4 | 


If there is any doubt about | 
the correct office at which to | 
file, consult Tax Packet IT- | 
201-P or IT-202-P. | 
NEW YORK STATE DEPT. OF 


TAXATION & FINANCE 


INCOME TAX RETURNS 
| 
| 
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York State law will be eliminated. 
Thus it will now also become import- 
att for New York State purposes 
whether a capital gain is long term or 
short term. If a capital gain is short 
erm, it will be taxed in full at ordinary 
income rates and not at half-rates as 
at present. If the capital gain is long 
term, only half of the gain will be in- 
duded in adjusted gross income, so 
that the effective tax rate will be one- 
half of the ordinary rate as in the pres- 
ent scheme of taxation of capital gains. 
However, there is no provision for an 
alternative tax computation as in the 
federal law. This means that the effec- 
tive tax rate on long-term capital gains 
will be higher than at present since 
the capital gains will be added to the 
ordinary income, pushing the total into 
the higher rate brackets. 

Other important areas that will be 
brought into line are those in federal 
Subchapter C (corporate distribution 
and adjustments), such as IRC Sec- 
tions 302 (distribution in redemption 
of stock) and 303 (distribution in re- 
demption of stock to pay death taxes). 
At present, redemptions of the type 
described in Sections 302 and 303, 
which are treated as a sale or exchange 
for federal purposes, might very well 
be considered ordinary dividend distri- 
butions for New York. 

The concept of Section 306 stock 
(bail outs) and Section 312 J distri- 
butions (loan proceeds insured by the 
United States) not now applicable in 
New York State will be covered. 


MODIFICATIONS REQUIRED 
10 BE MADE TO FEDERAL 
\DJUSTED GROSS INCOME 


The modifications to federal ad- 
usted gross income are designed to 
prevent the taxation of income pre- 
viously taxed by New York State. 
They also reflect the present New 
York State rules on such items as in- 


terest income and interest expense with 
respect to U. S. and “other state” 
obligations. 

There are also provisions for simi- 
lar adjustments to the income of 
estates, trusts and partnerships, and a 
taxpayer as a beneficiary or as a part- 
ner will add or subtract his share of 
such adjustments from his federal ad- 
justed gross income. 


HUSBANDS AND WIVES 


If separate returns are filed for fed- 
eral tax purposes, husbands and wives 
will be required to file separate state 
returns. If a joint federal return is 
filed, husbands and wives will have an 
option either to file a joint state return 
which will be considered as the return 
of one taxpayer, or they will be able 
to file separate state returns, comput- 
ing their adjusted gross incomes sepa- 
rately as if their federal adjusted gross 
income had been determined sepa- 
rately. 


NEW YORK STANDARD DEDUCTION OF 
A RESIDENT INDIVIDUAL 


The New York standard deduction 
for individual and joint returns will 
be 10 percent of the New York ad- 
justed gross income up to $1,000. Hus- 
bands and wives filing separate state 
returns will be entitled to a deduction 
of 10 percent up to $1,000 of their 
combined state adjusted gross income 
but the deduction may be taken by 
either one or divided between them as 
they may elect. 

This differs from IRC Section 141 
which provides that in the case of a 
separate return by a married individual 
the standard deduction shall not ex- 
ceed $500. 


NEW YORK ITEMIZED DEDUCTION 
OF A RESIDENT INDIVIDUAL 


The New York itemized deduction 
of a resident individual will be the 
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same as the “total” amount of his page 
2 (Form 1040) deductions from fed- 
eral adjusted gross income with cer- 
tain modifications which are similar 
to those adjustments required to be 
made to federal adjusted gross income 
mentioned above. One of the adjust- 
ments is the present $150 deduction 
for life insurance premiums. 

The use of the word “total” prob- 
ably eliminates any adjustments for 
the allowable charitable contribution 
and medical deduction which would 
otherwise be necessary due to the plus 
and minus modifications required to be 
made to federal adjusted gross income. 

Taxpayers will only be entitled to 
itemize their deductions if they itemize 
for federal tax purposes; otherwise they 
will only be allowed the standard de- 
duction. As under the federal law, 
husbands and wives will only be al- 
lowed to itemize if both itemize. How- 
ever, husbands and wives filing a joint 
federal return, but who file separate 
New York returns, will be allowed to 
divide their total deductions between 
them, as they wish, the same as with 
the standard deduction. 


Taxpayers who file a Schedule C ‘ 


for federal tax purposes (Schedule A 
for New York State) and itemize their 
business deductions are presently not 
allowed to take a standard deduction 
for state tax purposes but must itemize 
their personal deductions. Under the 
proposed new law such taxpayers will 
be allowed to take the standard deduc- 
tion in addition to itemizing their 
business deductions, as under the fed- 
eral law. 


EXEMPTIONS 

A resident individual will be al- 
lowed the same exemptions as under 
the federal law. Husbands and wives 
who file joint federal returns but sepa- 
rate state returns will only be allowed 
those exemptions to which they would 
have been entitled if they had filed 
separate federal returns. 


PARTNERSHIPS, ESTATES AND TRUSTS 


Partnership income and deductions 
will have the same character as they 
have for federal income tax purposes 
with the same modifications as de- 
scribed above. The taxable income of 
an estate or trust will be the same as 
for federal tax purposes plus the modi- 
fications, except that trusts will get a 
$600 exemption instead of the $100 
or $300 exemption allowable to trusts 
for federal tax purposes. 


NON-RESIDENTS 


In general, the New York adjusted 
gross income for a non-resident will 
be the portion of his federal adjusted 
gross income which is derived from 
New York sources. A _ non-resident 
will be allowed to take the standard 
deduction, under the same rules appli- 
cable to residents, or he will be allowed 
to itemize certain of his federal item- 
ized deductions if he has actually 
itemized his deductions for federal tax 
purposes. The allowable itemized de- 
ductions are similar to those allowable 
to non-residents under the present 
New York law. (A non-resident, for 
example, will still not be allowed to 
deduct the interest and taxes on his 
out-of-state residence. ) 

A bill was introduced February 11, 
1960, in the New York State Legisla- 
ture designed to put non-residents on 
a parity with residents with respect to 
deductions. The non-residents would 
get this parity treatment upon coop- 
erative steps by their home states, such 
as authorizing tax withholding on the 
income of New Yorkers working in 
those states. The law would become 
effective for the year 1960. 


FUTURE APPLICABILITY 


The wording of the proposed new 
law makes it applicable not only to 
the Internal Revenue Code of 1954 
and its amendments but also to any 
future federal income tax law. 
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Accounting at the SEC 


Conducted by Louts H. RAPPAPORT, CPA 


ACTIVITIES OF THE COMMISSION IN 
ACCOUNTING AND AUDITING 


(As Reported in its Twenty-Fifth Annual Report) 


The SEC recently issued its annual 
report to Congress covering the fiscal 
year ended June 30, 1959. As usual, 
the report contains a section dealing 
with the Commission’s activities in 
accounting and auditing. This section 
of the report makes interesting read- 
ing for CPAs because it summarizes 
concisely the SEC’s activities and ob- 
jectives in the areas of accounting and 
auditing. An excerpt from the report 
is reprinted below. 


Shortly before the opening of the 
year under report the Commission 
amended rule 2-01 of regulation S-X 
relating to the independence of ac- 
countants certifying financial state- 
ments filed with the Commission for 
the purpose of giving formal recogni- 
tion to administrative practices which 
have been in the process of develop- 
ment for some time. The revision 
makes no material change in the policy 
set forth in prior decisions of the 
Commission and in published opinions 
of the Chief Accountant. 

In the revision of this rule the 
Commission has recognized the im- 
pact of mergers and the growth of 
corporations through widespread affil- 





LOUIS H. RAPPAPORT, CPA, a partner 
in the firm of Lybrand, Ross Bros. & Mont- 
gomery, CPAs, is the author of SEC AC- 
ica PRACTICE AND PROCED- 
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iations. The emphasis in the rule 
has been changed to make it clear 
that where relationships described in 
the rule exist the Commission will 
find that an accountant is in fact not 
independent with respect to the com- 
pany involved, but in those instances 
where lack of independence is not 
established the Commission will make 
no finding with respect to the ac- 
countant’s independence. 

A few months after the revision of 
rule 2-01 of regulation S-X mentioned 
above, the Commission announced 
the publication of an additional re- 
lease in its Accounting Series dealing 
with independence of accountants.” 
In connection with the revision of rule 
2-01 practicing accountants had in- 
dicated that an interpretative release 
similar to Accounting Series Release 
No. 47 would be a helpful guide to 
the profession. This new release, which 
summarizes previously unpublished 
rulings on independence in the Com- 
mission’s experience under rule 2-01 
since the publication of Accounting 
Series Release No. 47 on January 25, 
1944, together with prior releases and 
Commission decisions reflects the de- 
velopment of policy regarding the 
practice of accountants before the 


Note: Footnotes 1 to 19 relate to other 
sections of the Commission’s Report. 


20 Accounting Series Release No. 81, Dec. 
11, 1958. 
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Commission over a period of some 
25 years. 

In Accounting Series Release No. 
47 it was stated that it was not feas- 
ible to present adequately in sum- 
marized form the circumstances exist- 
ing in particular cases in which it was 
determined not to question an ac- 
countant’s independence. The growth 
of the accounting profession since 
1944 and the number of inquiries re- 
ceived from public accountants un- 
familiar with the rules suggested the 
need for publication of rulings in this 
category. In view of this develop- 
ment it was determined to review the 
administrative rulings in this area and 
to state briefly in the new release the 
relationships which existed in select 
cases where an accountant was not 
denied the right to certify the finan- 
cial statements because under the cir- 
cumstances it was concluded that the 
independence of the accountant was 
not prejudiced. 

During the fiscal year the Commis- 
sion issued its Findings, Opinion and 
Order in a proceeding instituted un- 
der rule II(e) of its rules of practice 
against Bollt and Shapiro, Theodore 
Bollt and Bernard L. Shapiro.74_ The 
Commission found that the respon- 
dents had failed to comply with rules 
and regulations of the Commission 
and with generally accepted account- 
ing standards, and had engaged in 
improper and unethical professional 
conduct. Specifically, the Commis- 
sion found that where a partner of 
an accountant certifying the financial 
statement in a registration statement 
pursuant to the Securities'Act of 1933 
is the principal officer and controlling 


stockholder of the registrant, the cer. 
tifying accountant is not independent 
with respect to the registrant. The 
Commission concluded that where the 
partner in the firm of certified public 
accountants who was the principal 
officer and controlling stockholder of 
the company which filed a registra- 
tion statement with the Commission 
caused the other partner to certify 
registrant’s financial statements as an 
independent public accountant know- 
ing that the certifying partner was not 
qualified to furnish an independent 
certification and sought to conceal the 
partnership relationship, the privilege 
of practicing before the Commission 
should be denied to the firm and the 
partner controlling the registrant until 
they obtain the prior approval of the 
Commission to practice before it in 
the future. The Commission further 
concluded that the privilege of prac- 
ticing before the Commission of the 
certifying accountant should be sus- 
pended for 30 days. 

During the year the conflicting 
views of public utilities, public ac- 
countants, and regulatory agencies 
with respect to accounting for de- 
ferred taxes reached a stage requit- 
ing formal public review by the Com- 
mission. The matter arose because the 
effect of section 167 (liberalized de- 
preciation) and section 168 (accel- 
erated amortization) of the Internal 
Revenue Code of 1954 is to permit 
the tax-free recovery from operations 
of capital invested in a plant at a faster 
rate than would be possible by depre- 
ciation methods previously permitted 
for income tax purposes” and because 
there is a lack of uniformity in the re- 


21 Accounting Series Release No. 82, Jan. 28, 1959. 


22 That this was the intent of these sections of the Code is disclosed by the Report of 
the House Committee on Ways and Means and Report of the Senate Committee on Finance. 
See H. Rep. No. 1337 (83d Cong., 2d Sess.), p. 24, and Sen. Rep. No. 1622 (83d Cong., 


2d Sess.), p. 26. 
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ted accounting regulations issued by 
he several state utility commissions. 
4 tax deferral is recorded when liber- 
ized and accelerated methods of de- 
preciation and amortization are 
jopted for tax purposes and straight 
ine methods are followed on _ the 
yooks. Most public utility companies 
tave classified the resulting accumu- 
ted balance sheet credits to reserves 
ot deferred credits or other nonequity 
icounts. Others have classified the 
cumulated amounts as a part of 
restricted earned surplus in the equity 
capital section of the balance sheets, 
while a few others, although identify- 
ing them as restricted earned surplus, 
fave not included them in the equity 
ection of the balance sheet. Still 
other utility companies have not em- 
jloyed deferred tax accounting but 
tave followed what has been called 
the “flow-through” method and have 
hhown in the income statement nor- 
nal depreciation charges and the ac- 
wal current income tax provision 
without provision for future income 
taxes, 

In September 1958 a public utility 
wbsidiary of a registered holding com- 
pany filed with the Commission a 
registration statement under the Secur- 
ies Act of 1933 and a declaration 
under the Public Utility Holding Com- 
pany Act of 1935 with respect to the 
ptoposed issue and sale of first mort- 
ge bonds at competitive bidding. 
In the financial statements submitted 
ty the registrant company, which are 
io subject to the accounting juris- 





diction of the Federal Power Com- 
mission,?* the balance sheet carried 
the accumulated credits arising from 
the use of deferred tax accounting in 
respect of both liberalized deprecia- 
tion and accelerated amortization as 
restricted earned surplus and stated 
them as a part of the equity capital of 
the company. The Commission’s staff 
questioned the classification in light 
of Order No. 204 of the Federal Power 
Commission. It should be noted that 
an order of a state regulatory com- 
mission to which this company is 
subject as to a minor portion of its 
utility operations authorized a res- 
tricted earned surplus classification. 
The state commission having juris- 
diction over the company’s major dis- 
tributing facilities had recently issued 
an order directing the company to 
transfer the accumulated credits from 
restricted earned surplus to a reserve 
account. The company initiated an 
appeal from this order.?34 

Rule 28 promulgated by this Com- 
mission under the 1935 Act pro- 
hibits a registered holding company 
or a subsidiary thereof from distribut- 
ing to its security holders, or publish- 
ing, financial statements which are 
inconsistent with the book accounts 
of such company or with financial 
statements filed by it with the Com- 
mission. One of the considerations 
raised by the staff of the Commission 
in the above described case was 
whether the applicability of Order No. 
204 of the Federal Power Commission 


23 Federal Power Commission Orders No. 203 and No. 204 do not make mandatory the 
ise of deferred tax accounting for financial accounting purposes by those companies which 
leet to deduct liberalized depreciation or accelerated amortization in their income tax 
returns. Rather they provide that where the company does employ deferred tax account- 
ing, the balance sheet credit shall be classified in a new account (Account No. 266) entitled 


Accumulated Deferred Taxes on Income.” 


*8a Later, on September 8, 


1959, the State commission issued a supplemental order 


imending its earlier order to permit each utility subject to its jurisdiction to elect to follow 
ther the reserve or the restricted retained income treatment for accumulated deferred taxes. 


ACCOUNTING AT THE SEC @ 207 








to the registrant rendered the publish- 
ing of any financial statements incon- 
sistent therewith violative of the pro- 
visions of rule 28. 

In view of the controversial nature 
of the subject matter and its import- 
ance to many registrants, the Com- 
mission permitted the registration 
statement to become effective and the 
securities to be sold on the basis of 
full disclosure in footnotes to the 
financial statements of the different 
positions taken by the several regula- 
tory agencies concerned with this 
company’s affairs. 

As a result of this case, the sub- 
stantial amounts involved in the in- 
dustry,** and in consideration of dif- 
ferences of opinion as to the proper 
interpretation of Accounting Research 
Bulletin No. 44 (Revised) ,”° the Com- 
mission issued on December 30, 1958, 
a “Notice of Intention to Announce 
Interpretation of Administrative Pol- 
icy. 


The notice proposed that any finan- 
cial statement which designates as 
earned surplus or its equivalent or in- 
cludes as a part of equity capital 
(even though accompanied by words 
of limitation such as “restricted” or 
“appropriated”) the accumulated cre- 
dit arising from deferred tax account- 
ing in respect of liberalized deprecia- 
tion or accelerated amortization would 
be presumed by the Commission “to 
be misleading or inaccurate despite 
disclosures contained in the certificate 
of the accountant or in footnotes to 
the statements provided the matters 
involved are material.” 

Many comments were received in 
response to the Commission’s invita- 
tion for views and comments. These 
views have been analyzed and sum- 
marized. Public hearings on the pro- 
posed policy statement were held be- 
fore the full Commission on April 8 
and 10, 1959, and the Commission 
has the matter under advisement. 


24 Federal Power Commission statistics indicate that as of Dec. 31, 1957, the aggregate 
amount of accumulated balance sheet credits attributable to both liberalized depreciation 
and accelerated amortization in respect of electric utility companies and natural gas and 


pipe line companies is $792,755,000. 


25 The import of this bulletin, issued in July 1958 by the Committee on Accounting 
Procedure of the American Institute of Certified Public Accountants, has since been clari- 
fied by a statement of that Committee that: “A provision in recognition of the deferral of 
income taxes, being required for the proper determination of net income, should not al 
the same time result in a credit to earned surplus or to any other account included in the 
stockholder’s equity section of the balance sheet”. 


26 Securities Act Release No. 4010, Dec. 30, 1958. 


27 Accounting Series Release No. 4(1938). 
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Administration of 


A CPA Practice 


Conducted by MAx BLock, CPA 


” 


MORE “TRAVEL AND ENTERTAINMENT 
PROBLEMS AHEAD 


Accountants are on notice as to 
what the Treasury Department has in 
store for taxpayers with respect to 
the reporting of travel and entertain- 
ment expenses by employers and em- 
ployees, and the tightening of the ex- 
amination procedures for such deduc- 
tions. These requirements, in effect 
since January 1, 1960, will create new 
problems for clients. In many in- 
stances these new problems will auto- 
matically pass on, in part or in full, to 
accountants. This will undoubtedly 
consume considerable time in the 
following areas: (a) advice to clients 
and their affected employees, as to 
the new reporting requirements and 
proper methods of minimizing the bur- 
den, (b) in developing the newly 
required records and forms and in 
their implementation, and (c) a review 
of the records, from time to time, as 
to the propriety of the compliance with 





MAX BLOCK, CPA (N. Y., Pa.), is a 
former chairman of the Committee on Ad- 
ministration of Accountant’s Practice of the 
New York State Society of Certified Public 
Accountants. He is a lecturer at the Baruch 
School of Business and Public Administra- 
tion of The City College of New York in 
the graduate course on Accounting Practice. 
Mr. Block is a member of the firm of 
Anchin, Block & Anchin. 
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recommended policies and with the 
regulations. 

Then there is the problem of helping 
clients protect legitimate deductions 
against disallowance by examiners be- 
cause of unsatisfactory record keeping 
and substantiation. This condition, ag- 
gravated by the Treasury’s double tax 
penalty on corporate disallowances, 
calls for a stepped-up campaign to get 
the taxpayers to conform more ade- 
quately than ever with required record 
keeping and the securing of satisfac- 
tory supporting evidence. 

The suggestion is offered that prac- 
titioners now, if they have not already 
done so, advise all affected clients 
about the new reporting requirements, 
the new record keeping requirements, 
and of the possible effect of these 
innovations, in conjunction with ex- 
panded investigative techniques, on 
income tax examination consequences. 
This advice should be in the form of a 
written communication, followed up by 
personal discussions. Staff members 
must also be informed of the problems 
involved, of the firm’s policies, and 
how they can help both clients and the 
firm in dealing with the situation. 

This department would like to re- 
ceive, for publication (anonymously, 
if desired), copies of letters or bul- 
letins on this subject that have been 
sent to clients, and of those furnished 
staff members. 
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ACCOUNTANTS’ CHOLESTEROL LEVELS 

A Reader’s Digest article (“Stop 
Breaking your Heart!”, August 1959) 
contained this interesting reference: 
“Drs. Friedman and Rosenman 
checked the cholesterol levels of a 
group of accountants: the average was 
210. But just before April 15, when 
the emotional stress of a tax deadline 
was upon them, their cholesterol level 
averaged 252.” Are you an unrealiz- 
ing member of this group? 

Another brief reference well worthy 
of note is the following: “When you 
get angry—and all of us do, at times 
—most doctors believe there is greater 
danger in holding your anger back 
than in expressing it... . That’s why 
we need ‘gripe sessions’ in our daily 
lives.”” This advice does not constitute 
a license for those of us who have 
shown restraint and understanding in 
the face of irritation and hurt, to turn 
into snarling terrors. Most important, 
the recommended release of the emo- 
tion of anger (when justified) should 
be like the rain in Florida and Califor- 
nia—short, and followed by warm, 
bright sunshine. 





FAX CALENDARS FOR CLIENTS 


One service that has great goodwill 
possibilities is the provision of tax 
calendars to clients who need them. 
Such a calendar contains a listing of 
the different dates throughout a year, 
calendar or fiscal, which represent the 
latest dates on which all of a client’s 
various tax returns must be filed, with- 
held taxes deposited, and tax install- 
ments paid. The calendar may be con- 
tained in a letter, on a card, or in a 
uniform printed circular. As a further 
insurance factor, the suggestion should 
be made that all of the listed action 
dates also be noted in any diary or 
other tickler maintained by a principal, 
bookkeeper or other responsible em- 
ployee. Practitioners who deem it de- 
sirable to follow up on taxpayers’ 
timely disposition of returns and tax 
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payments, at the expenditure of consid. 
erable time, may possibly find that the 
tax calendar is an effective substitute. 


APTITUDE TESTS QUESTIONED As 
rO APTNESS 


Those who administer aptitude tests 
generally acknowledge that they are 
not conclusive in every instance and 
that in some cases may even result jn 
improper conclusions. Nevertheless, 
their supporters contend that the tests 
do screen out many applicants who are 
unqualified, but that they should not 
be relied upon without consideration of 
other personal factors. 

Recently, a dark cloud was cast on 
aptitude tests by two eminent authori- 
ties, Dr. Robert L. Thorndike, head 
of the Department of Psychological 
Foundations and Services at Columbia 
University’s Teacher’s College, and 
Dr. Elizabeth Hagen, Professor of 
Education at that institution. In their 
book, “10,000 Careers,” they contend 
that we don’t know enough to guide a 
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man into a career, and that there has 
been over-enthusiasm and over-inter- 
pretation of these tests. 

Are we mistakenly keeping sorely 
needed men out of our profession? 
This question should be answered, in 
view of the eminent status of the critics, 
by the developers of accountants apti- 
tude tests. In the interim, practitioners 
who employ these tests and heed them 
inlexibly might do well to broaden 
their inquiry and interpretations. 


4GROWTH PROBLEM OF ACCOUNTANTS 

As an accounting practice grows in 
size of clientele, it becomes increas- 
ingly difficult for the principal or 
principals to give each client substan- 
tial personal attention. Of necessity, 
and quite properly, increasing reliance 
is placed on staff. Certain transitional 
problems occur and some of them con- 
tinue indefinitely. 

One situation that arises fairly fre- 
quently, particularly in small and me- 
dium-sized practices, is the insistence 
by a prospective client that he have, 
substantially, the personal services of 
a partner or of an individual practi- 
tioner both in the audit and for con- 
sultation. He may point out, and 
sometimes with justification, that he 
has not been well served in the past 
by practitioners who provided little 
personal attention and whose staffs 
were inadequate substitutes. How can 
a practitioner who must rely on staff 
for substantial assistance contend with 
this condition without compromising 
his integrity? Here is an approach 
which may, but not with certainty in all 
cases, be successful. 

1. The client must be placed in a 
“teceptive” *mood, one in which he 
will be able to judge the accountant’s 
presentation in a reasoned manner and 
not in an emotional state induced by 
his actual or imagined experience. 
This may possibly be accomplished by 
deferring the response to the personal- 
service question until the client has 
been “sold” in all other respects. 


2. Talk up the virtues of your firm, 
your tax man, your systems man, your 
well trained and carefully supervised 
staff, your practical reports and, most 
important, your many highly pleased 
clients. Remove the element of indis- 
pensability of any one man, except 
where special skill happens to be a 
major consideration. 


3. Point out that the business owner 
himself must delegate work and that, 
despite resultant problems, his own 
customers are still generally well 
served. Management competence and 
adequate supervision, in conjunction 
with a well-trained staff, are assurances 
of a satisfactory service. 


4. Also point out that the account- 
ant principal keeps closely in touch 
with each client’s affairs indirectly as 
well as directly, and that he stands 
by to consult with clients on matters 
that are above the level of staff men and 
to “pitch in” in the event of emergen- 
cies. One can also mention that the 
principal reserves to himself the sole 
handling of certain important matters, 
possibly tax planning, tax examina- 
tions, or bank contacts and the dis- 
cussion of all matters of a non-routine 
nature. 


5. The division of duties in an ac- 
countant’s organization results in a 
material economy in accounting fees 
because services that can satisfactorily 
be performed by younger and less ex- 
perienced accountants are not assigned 
to more mature, but much more ex- 
pensive, men. The principal’s time, it 
can be shown, requires a much higher 
daily rate than that of a senior, and 
very much more than that of a junior 
accountant. Obviously, it would be 
wasteful and inefficient to require a 
principal to provide lesser grade 
services, at his higher fee rate. 


If you are convincing, and can really 
back up your contentions, you may 
prevail. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss, CPA 


NEW UNEMPLOYMENT 
TAX RATES FOR 1960 


It is expected that the new unem- 
ployment insurance tax rates of em- 
ployers subject to the New York law 
will be issued to each firm this month. 
Any covered employer dissatisfied with 
the rate assigned may protest an erro- 
neous rate determination. However, in 
order to avoid unnecessary or uncalled 
for protests, the initial rate determina- 
tion factors should be checked care- 
fully. 

The 1960 rates may range from 0.9 
to 3.2 percent. The 1959 rates ranged 
from 0.7 to 3 percent. New employers 
coming into the system for the first 
time this year will be assigned a rate 
of 2.7 percent. These include em- 
ployers who have paid $300 or more 
in remuneration to covered employees 
during any calendar quarter starting 
after September 30, 1959 except in 
the case of employers with fewer than 
four household employees. 

Many employers who have not in- 
stalled unemployment insurance tax 
rate controls will have difficulty in 
checking the accuracy of assigned tax 
rates. Another problem arises in con- 
nection with the 0.5 percent diversion 





SAMUEL S. RESS, CPA, is engaged in 
public practice in New York City. Dr. 
Ress was formerly a member of our 
Society's Committee on New York State 
Taxation and chairman of its Subcommittee 
on Unemployment Insurance. 
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factor rate charge which becomes ef- 
fective for the first time this year due 
to the drain on the General Account 
balance for benefit payment charges of 
employers with negative account bal- 
ances. Had it not been for this pro- 
vision in the law, employers entitled to 
lower tax rates because of satisfactory 
unemployment insurance experience 
might have had tax rates ranging from 
a low of 0.4 percent. 


RECENT UNEMPLOYMENT 
INSURANCE DECISIONS 


The Court of Appeals decision in 
Matter of Basin Street, Incorporated, 
6 N. Y. 2nd 276 (involving musicians), 
and the decision of the Appellate Di- 
vision in Matter of Edmund Petelinz, 
et al. d/b/a Petelinz Dairy, 9 App. 
Div. 2nd 828 (involving route men 
selling milk), reflect the significance 
of a written agreement entered into 
between the alleged employer and the 
independent person or employee, in 
establishing their unemployment insur- 
ance status. 

In the former case the court leaned 
heavily on a written agreement in mak- 
ing its decision that the operator of 
the hall in which the musicians per- 
formed, was the employer liable under 
the law for uneniployment insurance 
contributions. In the latter case, the 
agreement designated the route men as 
independent contractors but it was 
nevertheless held that the route men 
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vere employees on whose earnings the 
dairy company was required to pay 
unemployment insurance contributions. 

In the Basin Street, Incorporated 
case, the Industrial Commissioner as- 
sessed the operator of the hall with 
contributions based upon earnings of 
al musicians who performed in its 
establishment, pursuant to a standard 
contract with the musician’s union 
called the “form B contract with an- 
nexed form rider B.” The rider pro- 
vided in part that notwithstanding any 
other provisions in the contract, the 
leader should pay taxes and contribu- 
tions payable by the operator with 
reference to employment of musicians 
other than himself, and should make 
withholding tax deductions and pay- 
ments on the musicians’ earnings. If 
at any time, liability for such payroll 
taxes was imposed on the operator, 
the leader agreed to transfer to the 
operator credit for such payments. The 
“form B” contract designated the op- 
erator of the hall as the employer of 
the musicians. 

The court held that the law was 
settled that the identity of the employer 
must be ascertained on the facts of the 
individual case and that no written 
agreement may preclude examination 
into the actual relationship of the par- 
ties. The record showed that neither the 
Industrial Commissioner nor the op- 
erator of the hall had introduced any 
evidence of the extent to which either 
the leader or operator exercised super- 
vision, direction and control over the 
musicians. The only evidence produced 
was the contract which stated that the 
operator was the employer of all the 
musicians including the leader and gave 
it complete control of the services 
which the employees will render, desig- 
nating the band leader as the agent of 
the operator for purposes of distribut- 
ing payroll and replacing musicians. 
The court construed the provisions as 


a continuation of the agency of the 
leader who was merely making payroll 
tax withholdings and payments in be- 
half of the designated employer. 

It is significant to note that while 
the court was willing to accept the 
language of the written contract desig- 
nating who was to be considered the 
employer of the musicians, it was not 
willing to permit the parties to agree 
between themselves as to who was to 
be the taxpayer. In this regard, the 
court pointed out that even though the 
rider showed that the operator had 
turned over to the band leader 7 per- 
cent above the contract price as pro- 
vision for payroll taxes, “the operator 
could not thereby immunize itself from 
liability to the State. It simply paid the 
taxes to the wrong party and it as- 
sumed the risk of its agent’s failure to 
pay the tax.” The operator of the 
hall was held liable for contributions 
under all “form B” contracts as well 
as those with “rider B” attached. 

In the Petelinz Dairy case, the serv- 
ices of the route men were rendered 
pursuant to a written contract which 
designated them as independent con- 
tractors. However, evidence was ad- 
duced at the hearings before the referee 
and Appeal Board on the basis of 
which the Board made findings of fact 
which pointed to sufficient manage- 
ment, supervision, direction and con- 
trol of the route men so as to support 
the finding that they were actually 
“employees” and not “independent 
contractors” as they were described in 
the contract. The court held that the 
Appeal Board had the power to look 
behind the terms of the written con- 
tract to determine the actual relation- 
ship between the parties, and the find- 
ing of fact of the Board is supported 
by substantial evidence to sustain the 
determination that the truckmen were 
in reality employees, taxable for un- 
employment insurance taxes. 
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Federal Taxation 


Decisions and Rulings—RICHARD S. HELSTEIN, CPA 


Commentary 


—Committee on Federal Taxation 


Chairman, HERBERT M. MANDELL, CPA 


DECISIONS AND RULINGS 


A NEW TEST FOR SPIN-OFFS 


In a recent ruling on a spin-off 
transaction the Commissioner has in- 
jected a new qualification to meet the 
requirements for a tax-free distribu- 
tion under Section 355. 

A corporation, which had been en- 
gaged both in renting improved real 
estate and in operating a hotel for 
considerably more than five years, 
wished to put the hotel and its busi- 
ness assets in a new corporation and 
distribute to its stockholders the stock 
received in exchange. During the five 
years prior to the transaction, a por- 
tion of the hotel earnings (which were 
greatly in excess of the earnings from 
the real estate rental business) was 
used to buy more rental property. 

The Commissioner has denied non- 
taxable status to the stock distribution 
on the grounds that it represents an 
attempt to convert “what would nor- 
mally have been dividends into capital 
assets that are readily saleable by the 
stockholders.” He then propounds a 
new doctrine as follows: 


It is the position of the Internal Revenue 
Service that where a corporation which is 
devoted to one type of business also engages 
in the rental business, and substantial ac- 
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quisitions of new rental property are made 
within the five-year period preceding the 
separation of these businesses, a “spin-off” 
transaction will not qualify under Section 
355 unless it can be shown that the property 
acquisitions were substantially financed out 
of the earnings of the rental business and 
not out of the earnings of the other busi- 
ness. (Rev. Rul. 59-400, IRB 1959-51, 9), 


Although the ruling discusses the re- 
quirements of Section 355 dealing with 
“active business,” the basis for the 
Commissioner’s position seems to 
really fall under 355(a)(1)(B) which 
requires that qualifying transactions 
were not used principally as a device 
for distribution of earnings and profits. 

It would appear that this ruling is 
presently limited to the specific situa- 
tion involved, i.e., where rental busi- 
ness constitutes one of the corporate 
businesses. Otherwise it is difficult to 
reconcile this position with that in 
Revenue Ruling 56-452 where the 
nontaxable status of a spin-off distri- 
bution was allowed upon the transfer 
of one of several magazines to a new 
corporation along with cash for work- 
ing capital. No distinction was made 
as to the origin of the cash in that 
case. 

Generally, where a single corpora 
tion engages in two or more busi- 
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nesses, even though separate records 
are kept for each, cash, borrowed capi- 
tal and/or invested capital are used 
wherever required without restriction 
as to a particular enterprise. Indeed, 
few corporations which have been op- 
erating multiple business for more than 
five years could trace the origin of 
their assets. 

It may well be that this doctrine 
will not be extended to businesses 
other than property rental (which is 
the subject of several “examples” in 
the Regulations). However the crite- 
rion of asset derivation and utilization 
of earnings in determining whether the 
“same businesses” have been con- 
ducted for five years can affect not 
only Section 355 but Section 382(a) 
(1)(C) as well (which provides for 
the non-utilization of an operating loss 
of a purchased corporation if there is 
a change in the business previously 
carried on). 


BUSINESS EXPENSES: CREDIT CARDS 


The Commissioner has ruled that 
the charging of travel and other busi- 
ness expenses by an employee directly 
to his employer does not constitute 
an “accounting to the employer” 
within the meaning of Section 1.167- 
17(b)(1) of the Regulations, because 
the statements sent directly to the em- 
ployer do not set forth the business 
purpose of the expenditures. Thus, 
there is no record showing that such 
charges are proper business expenses 
of the employee. 

Accordingly, the employee who 
charges directly through credit cards 
would have to report with his federal 





RICHARD S. HELSTEIN, CPA, has been 
a member of our Society since 1940. He 
is chairman of the Committee on Publica- 
tions and was formerly a member of the 
Committee on Federal Taxation. Mr. Hel- 
stein is associated with J. K. Lasser & Co. 


income tax return, the total of all 
advances and reimbursements, as well 
as amounts charged to his employer, 
and personally account for all expen- 
ditures, charges and reimbursements 
reported. (Rev. Rul. 59-410, IRB 
1959-52, 18.) 

However, it may well be that this 
can be avoided by the employee sub- 
mitting a regular expense report sup- 
porting the direct charges. Although 
the above ruling is silent as to this, 
it would appear to resolve the objec- 
tions raised and to satisfy the intent 
of the requirements of the Regulations. 


REVENUE AGENTS’ REPORTS ARE 
NOT “PRIVILEGED” DOCUMENTS 


As a result of an examination, 
the Government commenced criminal 
prosecution of the taxpayers and, in ad- 
dition, asserted income tax deficiencies 
and civil fraud penalties for the years 
involved. The taxpayers paid the as- 
serted deficiencies and civil penalties 
and then filed claims for refund. In 
due course, the claims not having been 
acted upon by the Service, the tax- 
payers brought suit in the District 
Court and, in connection therewith, 
filed a motion for the Government to 
produce all of the revenue agents’ re- 
ports for the years involved, on the 
basis that the taxpayers did not have 
sufficient information to prosecute 
their case. The Government’s notice 
stated only that “this determination of 
your income tax liability has been 
made on the basis of information on 
file in this office.” 

The Government resisted on the ba- 
sis that the revenue agents’ reports 
were “privileged” documents, that pro- 
duction of such reports would subject 
the producing federal officer to crim- 
inal prosecution, and that plaintiff's 
motion was made simply to obtain oth- 
erwise unobtainable information in 
connection with the criminal case. 
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The Court ruled against the Gov- 
ernment on all counts. It held that 
revenue agents’ reports were not in- 
cluded in the list of “official records” 
in Sections 601.701 and 601.702 of 
the Regulations, and therefore were 
not “privileged” documents. Accord- 
ingly, their production would not sub- 
ject the producing government official 
to criminal prosecution. Finally, de- 
spite the pending criminal action, the 
taxpayers were entitled to a prompt 
adjudication of their tax liabilities in 
connection with which the requested 
reports were necessary. The Court 
said: “If defendant had not assessed 
and collected such amounts [of taxes 
and penalties] he might contend that 
this Court did not have jurisdiction 
and might refuse to discuss the basis 
for such alleged tax deficiencies until 
all criminal actions related thereto 
have been disposed of. But by per- 
mitting plaintiffs to obtain jurisdiction 
of this Court, defendant gave them 
the right to proceed expeditiously with 
the adjudication of their tax liability 
and to use all discovery procedures 
permitted by the Federal Rules of 
Civil Procedure.” (Frazier et ux V. 
Phinney, U.S.D.C., So. Dist. Texas, 
11/12/59.) 


FINAL SUBCHAPTER S REGULATIONS 

The final regulations dealing with 
tax-option corporations have been 
adopted. While they are generally the 
same as the proposed regulations, 
there have been some changes. 

The most important changes deal 
with corporations in liquidation. The 
first is the deletion of proposed Section 
1.1372-1(a)(2) which denied to cor- 
porations in liquidation the right to 
elect to be taxed under Subchapter S. 
A corporation in the process of par- 
tial or complete liquidation is now 
eligible to make an election. 

A second change deals with the 
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definition of “gross receipts” in Sec- 
tion 1.372-4(b) (5) (ii). The law and 
regulations provide that an election to 
be taxed under Subchapter S shall au- 
tomatically terminate in any year in 
which more than 20 percent of the 
gross receipts is derived from royal- 
ties, rents, dividends, interest, annui- 
ties, and sales or exchanges of stock 
or securities (the last to be taken into 
account only to the extent of the real- 
ized gain thereon). However the pro- 
posed regulations excluded from “gross 
receipts” amounts received in nontax- 
able sales or exchanges except to the 
extent gain is recognized to the corpo- 
ration. Since corporations in liquida- 
tion are now eligible, the adopted reg- 
ulations make provision for inclusion 
in “gross receipts” amounts received 
on a sale or exchange which would 
be nontaxable under Section 337 
(which deals with gains or losses real- 
ized on sales or exchanges of. prop- 
erty by a corporation in liquidation). 

There is also provision in the 
adopted regulations for grace periods 
for the filing of elections (Section 
1.1372-3(a)) and stockholder con- 
sents (Section 1.1372-4(b)). 

These regulations and the regula- 
tions for consolidated returns are also 
revised to pick up the changes caused 
by the enactment of P. L. 86-376 (dis- 
cussed in NYCPA, November 1959, 
p. 838). 


PREPAYMENTS BY 
CASH-BASIS TAXPAYER 

A payment by a cash-basis taxpayer 
in one year for merchandise to be re- 
ceived in a subsequent year is an 
allowable deduction in the year in 
which paid if there is a sound business 
purpose behind it. 

A taxpayer, reporting on the cash 
basis, claimed as a deduction in 1953 
a payment of $50,000 made on De- 
cember 29, 1953 for future deliveries 
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of feed for his cattle herd. The pay- 
ment was made in order to obtain 
preferential treatment for the delivery 
of such feed which was in extremely 
short supply because of a drought. The 
$50,000 was to be used to cover the 
cost of the deliveries when made and 
the costs were to be computed at 
market prices prevailing at the time 
of delivery. 

The Court of Appeals, reversing the 
Tax Court, held that the $50,000 was 
not “a deposit,” but was a payment 
on a sales contract. It further denied 
the Government’s contention that the 
payment represented a capital expendi- 
ture since “this payment was not for 
an addition, a betterment or an advan- 
tage of a permanent character.” 

Ruling that the expenditure was or- 
dinary and necessary to the taxpayer’s 
business, the Court of Appeals distin- 
guished this situation from those cases 
denying the deductibility of advance 
payments because, in the instant case, 
had the taxpayer not obtained feed 


from outside sources he would have 
been forced to dispose of most of his 
cattle in a distress liquidation. 

Finally, the Court held that Section 
43, IRC 1939, which provides that 
there should be no distortion of in- 
come by virtue of a deduction which 
applies to another year (similar to 
Section 461, IRC 1954), was not ap- 
plicable, particularly in the case of 
farmers and cattle raisers. Quoting 
Security Flour Mills v. Com. (S. Ct., 
1944, 321 US 281), the Court said: 
“ ‘the purpose of inserting the [dis- 
tortion] clause was to take care of 
fixed liabilities payable in fixed install- 
ments over a series of years’ and that 
the intent was not to upset the doc- 
trine that cash receipts and cash pay- 
ments’ should not be taken out of the 
annual accounting system and... 
treated on a basis which is neither a 
cash basis nor an accrual basis... .” 
(Cravens, et al v. Com., CA-10, 
11/25/59.) 


COMMENTARY 


IMPORTANCE OF FILING FORM 966 


A corporation that adopts a plan 
of dissolution of complete or partial 
liquidation is required by Section 6043 
to supply the Internal Revenue Serv- 
ice with information about the plan 
within 30 days after its adoption. 
According to Regulations Section 
1.6043-1, the required information 
should be furnished by filing Form 
966. 

Because it is primarily an informa- 
tion return, Form 966 has probably 
been regarded by many accountants as 
a nuisance which can be ignored or 
filed late without adverse consequences. 
However, this view is apparently not 
shared by the Internal Revenue Serv- 
ice. In a petition presently pending 


before the Tax Court (Armory Hill 
Realty Corporation, 2:78897), the 
Commissioner is contending that the 
failure to file Form 966 made the tax- 
payer ineligible for the benefits of Sec- 
tion 337. 


There are many other corporate sit- 
uations in which it is very important 
to establish both the fact and the date 
of a resolution to dissolve or liquidate. 
Regulations Section 1.333-1(b) pro- 
vides, for example, that in order to 
qualify for the special one-month liqui- 
dation treatment, “the plan must be 
adopted before the first distribution 
under the liquidation occurs.” (It 
should be noted, incidentally, that Reg- 
ulations Section 1.6043-1(b)(2) re- 
quires certain additional information 
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to be filed with the Form 966 in case 
of a Section 333 liquidation.) As an- 
other illustration, Section 334(b) (2) 
operates only with respect to distribu- 
tions from a subsidiary which adopts 
a plan of liquidation not more than 
two years after the parent bought its 
stock. As a matter of fact, even in 
the simplest corporate liquidations it 
is important to prove that the distribu- 
tion is made pursuant to a plan of 
liquidation adopted by the corporation 
no later than the distribution date. 
Otherwise, ordinary dividend conse- 
quences might result. 

It is important therefore that Form 
966 be filed on time. The courts might 
not agree with the Commissioner that 
the failure to file an information return 
should prevent the application to the 
taxpayer of a relief provision to which 
he is otherwise entitled. On the other 
hand, the obligation to file the form 
is statutory and a failure to comply 
may find the courts unsympathetic to 
the taxpayer’s problem which is of his 
own making. 


CLAIMING MINIMUM DEPRECIATION 


Under certain circumstances, such 
as the expectation of net operating 
losses during the first few years of a 
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new business, a taxpayer may prefer 
to claim as low a depreciation deduc- 
tion as possible. However, since Sec- 
tion 1016(a) (2) requires the taxpayer 
to reduce the tax basis of property by 
at least the amount of depreciation 
“allowable,” there is a risk in not 
claiming the depreciation “allowable” 
under one of the methods specified in 
Section 167(b). Consequently, the 
problem involves the determination of 
the minimum “allowable” deprecia- 
tion, a subject which is not covered 
in any of the Code provisions. 


At first glance, it appears that a tax- 
payer who prefers to claim lesser de- 
preciation in the early years is given 
complete freedom of choice under 
Section 167(b)(4). This Code sec- 
tion permits a taxpayer to use any 
consistent method of depreciation pro- 
vided it does not result in accumu- 
lated allowances during the first two- 
thirds of the useful life of the property 
in excess of the amounts allowable un- 
der the 200 percent declining-balance 
method. The sinking-fund method, 
which results in increasing deprecia- 
tion as the property ages, and the unit- 
of-production method are specifically 
mentioned in the depreciation regula- 
tions. Presumably, other methods 
which result in low depreciation allow- 
ances in the early years, such as the 
“compound interest without funds” 
method, are acceptable. Literally, 
Section 167(b)(4) recognizes any 
consistent method as producing a “rea- 
sonable allowance” provided the al- 
lowances do not exceed the aforemen- 
tioned ceiling. But the Code section 
does not provide a minimum annual 
allowance that must be claimed. 
Therefore, it appears that an unusual 
method such as the “reverse of the 
digits” method, should be acceptable; 
that is, for example, depreciation on 
a five-year asset would be 1/15 and 
2/15 for the first and second years 
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instead Of 5/15 and 4/15, respec- 
ively. However, apparently antici- 
'pating that taxpayers might try to con- 
ol taxable income by imaginative 
depreciation methods, Section 1.167 
(b)-4(b) of the regulations provides: 
“It shall be the responsibility of the 
‘taxpayer to establish to the satisfac- 
‘tion of the Commissioner that a 
| method of depreciation under Section 
'167(b) (4) is both a reasonable and 
aconsistent method . . .” 

In view of the foregoing, a tax- 
payer who proposes to use an unusual 
depreciation method which results in 
a low depreciation deduction should 
obtain an agreement as to the useful 
life, method and rate of depreciation 
of the property, on Form 2271 pre- 
cribed under Section 167(d) of the 
Code. Otherwise, the Commissioner 
may reject the unusual method as not 
being a consistent and/or reasonable 
method and, therefore, contend that 
the tax basis of the property should 
be reduced for a greater amount of 
depreciation than was claimed. Un- 
fortunately for the taxpayer, this re- 
jection may not occur until it is too 
late to file refund claims for the years 
in which the greater amount of depre- 
ciation was alleged to have been al- 
lowable and it may not be possible, 
under the circumstances, to reopen the 
“closed years” under Sections 1311 
to 1315. 


SUBCHAPTER S ELECTION BY 
NEW CORPORATION 


In the January 1960 issue, this De- 
partment discussed the proposed Reg- 
ulations Section 1.1372-2(b), requir- 
ing a new corporation to make a timely 
lection under Subchapter S in the first 
month of its existence, irrespective of 
when it started regular business activi- 
ties. We noted the difficulty, under 
these circumstances, for stockholders 
l0 arrive at a proper decision regard- 
ing the application of Subchapter S 





to the first year of the new corporation. 

In adopting the final regulations, the 
Treasury Department recognized this 
situation and modified the proposed 
regulations which now state that a tax- 
able year of a new corporation for the 
purpose of Subchapter S does not be- 
gin until the corporation has share- 
holders, or acquires assets, or begins 
doing business, whichever is the first 
to occur. 


DEDUCTIBILITY OF INTEREST ON 
BANK LOAN LIFE INSURANCE PLANS 


The increasing use of so-called bank 
loan life insurance plans highlights the 
question of the availability, as a tax 
deduction, of the interest payments 
made in connection with funding such 
a plan. 

The life insurance companies which 
write this type of insurance have cre- 
ated policies which carry higher cash 
values in the early years. In the typi- 
cal plan, a substantial amount of each 
premium is borrowed on the security 
of the policy each year. Progressively 
as the loan becomes larger, the inter- 
est payment grows. No attempt will be 
made here to analyze the many varia- 
tions in the plans, or their advantages 
or disadvantages as insurance. 

The tax economics of a bank loan 
plan is that a loan which bears interest 
is used to purchase increasing cash 
surrender values in life insurance, the 
earnings of which are untaxed. If the 
interest paid is allowed as a deduc- 
tion, the net cost of such an arrange- 
ment becomes lower, especially to a 
taxpayer in higher brackets. 

Two sections of the Code deal with 
interest—Section 163(a) and Section 
264. The latter section forbids the 
interest deduction on an indebtedness 
incurred or continued to purchase or 
carry a single-premium life insurance, 
endowment or annuity contract. A 
policy will fall into the above category 
if substantially all the premiums are 


FEDERAL TAXATION @ 219 














How much is it 
worth today? 


For more than a half century American 
Appraisal reports have been answering this 
question—in connection with merger, pur- 


chase or sale, condemnation, financing, in- 
surance, or the valuation of stocks of closely 
held companies. 

Each report provides authoritative infor- 
mation about value—supported by detailed 
factual data—interpreted in accordance with 
principles that have stood the test of time. 
Write for more information. 


Since 1896—LEADER IN PROPERTY VALUATION 


The AMERICAN 
APPRAISAL 


Company” 


1 Cedar Street, New York 5 
903 Ellicott Square, Buffalo 3 











CLARY ELECTRIC 
ADDING MACHINE 
~  %189°° 


plus 
tax 





© adds, subtracts, multiplies to $999,999.99 
@ works on AC or DC current 
© carrying case available 
@ contains many outstanding features found only in 
more expensive models 
Other models available with full keyboard 
and/or larger capacity. For full information, 
contact 
LEO FRIEDMANN 
BUSINESS MACHINES 
1 Union Sq. New York 3, N. Y. 
ALgonquin 5-6234 











| 


paid within a period of four years 
from the date of purchase, or if an 
amount is deposited with an insurer 
for payment of a substantial number 
of future premiums. Bank loan plans 
which call for annual payments with 
borrowed money do not fall within the 
area of Section 264. If the interest js 
deductible, it must be under Section 
163(a) which provides that there shall 
be allowed as a deduction all interest 
paid or accrued on indebtedness within 
the taxable year. 

The uncomplicated language of the 
statute provides for the deduction of 
interest on an “indebtedness.” The 
courts, in interpreting Section 163(a), 
have on occasion ruled that what ap- 
peared to be an indebtedness was actu- 
ally something else. A case in point 
was the recent denial of the deduction 
in connection with the purchase of 
treasury bonds where the transactions 
were deemed to be a sham. (Eli D. 
Goodstein vs. Comm. CA-1, 1959. 
267 F2d 127 affirming 30 TC 1178.) 

Bank loan life insurance plans have 
not as yet been the subject of litiga- 
tion. However, in W. Stuart Emmons 
vs. Comm. CA-3, 1959, 270 F2d 294, 
affirming 31 TC 26, the court ruled 
unfavorably on an annuity loan where 
the insured made an initial payment 
on a 41 annual premium annuity pol- 
icy. On the following day he borrowed 
on the security of the policy the 
amount necessary to prepay all future 
premiums. The borrowed funds were 
used for that purpose. He then paid 
the insurance company interest for five 
years on an anticipated loan and in 
return received the cash value which 
the policy would reach after five years. 
With these funds he repaid the bank. 
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The Tax Court held that the transac- 
ion lacked substance, that what ap- 
xared to be a loan was merely a 
jiscuise for a preconceived plan to 
weate an interest deduction. 

Although Emmons arose under the 
(939 Code before the amendment to 
section 264 which specifically disal- 
ws this type of interest deduction, 
the court was interpreting the prede- 
yssor Section 163. Bank loan plans 
however bear no resemblance to the 
imuity loan plan described in the 
Emmons case. Life insurance contracts 
provide substantial non-tax benefits to 
the taxpayer through insurance protec- 
tion for his family; bona fide loans are 
assumed by the taxpayer and there is 
wally expectation that the policies 
wil be permanent. It would appear 
therefore that interest on such plans is 
deductible. 


IMPORTANCE OF QUALIFYING 
UNION-SPONSORED PENSION TRUSTS 


Payments made to an employees’ 
pension plan are deductible by the 
employer providing the plan meets the 
qualification tests of Section 404(a). 
In this regard, it should not be as- 
sumed that a pension trust is qualified 
merely because it is part of an indus- 
try-wide or union-sponsored plan. 

Ordinarily, the terms of the trust 
and other related information are sub- 
mitted to the Treasury and a determi- 
nation letter is received stating that 
the trust is qualified. Where this pro- 
cedure is not followed, the employer 
may still be entitled to the deduction 
but may be called upon to demonstrate 
{0a revenue agent that the trust meets 
the qualification tests of the Code. 

The only exception to the above 
tules is set forth in Section 404(a) (5) 
which permits deduction of payments 
(0 non-qualified plans to the extent | 
the employees’ rights are non-forfeit- | 
able at the time the contribution is 
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